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EDITORIAL 


, This is the story as it comes to us: An 
Concerning the Gnat ne 
ond tne Canual accountant—let us hope a junior—was 
employed by his firm to check the cash 
of a concern, which may be called the X Y Z Corporation. This 
concern among its activities included a selling department where 
goods of small value were sold in fairly large quantities. When 
the cash of the selling department was counted it was found that 
the amount on hand was, let us say, $2.04—a fictitious amount 
greater than the actual sum—more than it should have been. 
Now this incident happened in the city of New York where, as all 
citizens know to their sorrow, there is a two per cent. tax on sales. 
Evidently, therefore, this excessive sum of $2.04 represented the 
sale of some article for $2, plus a tax of four cents—at least it 
might have occurred to an ordinarily sapient person that this was 
the fact. Apparently a careless member of the staff had sold 
such an article, placed the proceeds in the till and forgotten to 
make the proper record of the whole stupendous transaction. 
The carelessness was unpardonable, of course. No member of 
any staff anywhere should forget anything. However, the error 
occurred and the perspicacious young auditor discovered it, as he 
could not very well avoid doing. He found the unaccountable 
excess and, like a well-trained man, conscious of his complete 
efficiency, he set to work to trace the mistake and to expose the 
guilty person. Here was a chance for him to demonstrate his 
incalculable value to his firm and to the client. Such wrong- 
doing must not escape unchallenged. Relying upon his supposed 
authority he began a search, a veritable inquisition, and after 
two or three days of earnest effort, during which he had inter- 
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rupted the work of an entire department in the client’s office and 
had run up a considerable bill for time expended, he was com- 
pelled to admit that he could not find a shortage in the inventory 
to account for the surplus cash, nor could he rightfully determine 
who had committed the crime. At last he regretfully reported 
the matter to his superior and confessed himself defeated. What 
the superior had to say about the matter is not recorded; but one 
can imagine the attitude of the senior and can form a reasonably 
accurate notion of the comments which were made. The client 
meanwhile probably found his expenses for audit augmented by 
many dollars and the annoyance of his own staff an affair of some 
importance. 


ee re This little story bears a moral which 

every accountant may well take to 
heart. It might be unwise to say that errors should be over- 
looked or that carelessness should be condoned. But surely 
there is no sense whatever in a ridiculous adherence to meticulous 
detail when the sole purpose is to trace something which is not 
worth tracing. In the incident reported—a true one, however 
one may deplore it—everybody concerned suffered. The junior 
lost his sense of perspective, if he ever had one; the accounting 
firm saw its reputation affected; the client lost time and money; 
the profession of accountancy was exposed to ridicule, and all 
because a small-minded youngster was allowed to strut a little 
and to exercise a brief authority—but not brief enough. Such 
things should never happen. Nobody cares at all whether $2.04 
surreptitiously appears or not. It is not auditing to run furiously 
after every picayune item. While chasing a few elusive cents, 
thousands of dollars may slip unnoticed by. No client pays 
knowingly for that sort of thing more than once. No accounting 
firm worthy the name wants that sort of thing. It adds nothing 
at all to the betterment of business nor the peace of mind of office 
personnel. The youngster who does not know enough to dis- 
tinguish between the essential and the trivial does not belong to 
accountancy. There is no clearly defined limit to the important 
or the unimportant. We must trust the employee to display a 
little discretion, a semblance at least of good sense. It is con- 
ceivable that a very small sum of money may be significant, but 
that is not often. What the junior should have done in the pres- 
ent case is clear. He should have made a note of the excess, and, 
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after spending a few minutes in trying to trace it to its source, he 
should have gone on to weightier things. It is a great pity that 
this sort of incident ever occurs; but we are told that the case 
before us is not unique. There are many little fellows who revel 
in the most microscopic minutiz. They can’t help it. They 
probably were born that way, but they should never, never, be 
employed in the work of accountancy, which, after all, is a 
matter of principles, not of pin points. 


Our attention has been directed to a 
Those Very Naughty kb : 
Aonuma recent book by a rather prominent econ- 
omist in which the author takes his pen 
in hand to tell the world about the iniquities of accountants. Let 
us see what this gentleman thinks of accountants and also of 
lawyers, whom he groups as fellow conspirators: 


‘‘T remember when my father was interested in banking. Ac- 
countants would bring to him audit reports consisting of thirty 
or more typewritten pages. He would look at the auditor and 
say: ‘Young man, this is all Greek to me. All I want is six fig- 
ures: (1) gross sales, (2) net profits, (3) amount charged to depre- 
ciation, (4) amount owed, (5) cash inventory and property value 
and (6) cash in the bank. Give me these for a few years back on 
one sheet of paper, and I will give you my answer in two minutes.’ 
I have often thought of my father’s wisdom in this statement. I 
have seen the companies with which I am connected, and those 
for which our organization is doing work, actually waste hundreds 
of thousands of dollars on auditors’ reports. 

‘‘My associates will say that I have a fetish on this subject of 
lawyers and public accountants. Of course they are necessary, 
as are doctors and undertakers, but their work could be greatly 
simplified, to the benefit of all concerned, except possibly them- 
selves. Lawyers and public accountants are part of a racket 
which is today bleeding business and adding to the cost of con- 
sumer goods. How the situation will be remedied under a de- 
mocracy I do not know, because our national and state capitals are 
today overrun and controlled by lawyers and accountants. This 
talk about the government being run by the bankers and the 
captains of industry isall rot. Our federal and state governments 
are being run by petty lawyers, accountants and politicians.” 


It is impossible to become very much 

A Rather Petulant perturbed by this diatribe. All of us 
know that there are lawyers and, alas, 

public accountants who have tried to complicate and to expand 
their work so as to derive greater fees, but it is so absurd to make a 
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sweeping statement such as that which has been quoted that the 
attack falls to the ground. No one, we think, will be thoroughly 
convinced by so outrageous an assault. It may be true that our 
national and state capitals are controlled by lawyers, but it will be 
news to most of us that accountants are in the same dominant 
position. Most people who had thought about the matter had 
probably thought that accountants played too small a part in 
government. To learn that accountants are part of a racket 
which is bleeding business is a distinct novelty to most of us. To 
a quite impartial person it seems that if accountants had been 
permitted to play a greater part in the making of laws and the 
administration of them the public would have been better served, 
because an accountant is naturally inclined to the prevention of 
unnecessary expense. There is something about accountancy 
which makes for conservation of assets and a check upon unwar- 
ranted and increasing liabilities. No one can ever discover the 
causes which lead to such expletive efforts as those which are 
revealed in the matter which we have quoted. Perhaps, as the 
author says, he has a fetish on the subject, but we do not quite 
understand his use of the word ‘‘fetish.”” Perhaps he failed to 
look up the meaning of this word before he used it. A fetish is not 
usually an object of hate—but that is unimportant. In fact the 
whole attack will not affect the course of the elections nor the fate 
of the country. It is just one of those foolish things which some 
otherwise well balanced people do to demonstrate that after all 
they are merely human and not endowed with great breadth of 
view. 


The thing which is most interesting is 
the statement quoted by the author 
that his father wanted six figures, gross 
sales, net profits, amount charged to depreciation, amount owed, 
cash inventory and property value and cash in the bank. He 
wanted these figures on one sheet of paper so that he could analyze 
them and reach a decision in two minutes. That would be a noble 
idea if it had a little more common sense mixed withit. It seems to 
us that it would have been far wiser for any business man if he 
could not understand the accounts to pay some little attention to 
what accounts are supposed to mean and thus be able to interpret 
for himself the figures which were placed before him. If he could 
take the six figures mentioned and give his answer in two minutes 


236 


A Business Man Should 
Understand Accounts 




















SS 


Se re 








Editorial 








he was a unique character in the history of any business, great or 
small. Well, all of us are very foolish at times and it is not exactly 
kind to draw attention to such outstanding foolishness as this. 


Perhaps on a better day after a better dinner accountants may 
look less devilish to our economist. 


While we are thinking about the influ- 
Perhaps It Is : 
Obeusenen ence which accountants have or have not 
upon the affairs of the states and the 
nation it is interesting to turn to an editorial which appeared on 
August 26, 1936, in the Chicago Daily Tribune. We quote: 


‘Secretary of the Treasury Morgenthau recently sent a letter 
to the president advising him that, due to the improvement of 
business conditions, the yield of existing taxes is steadily increas- 
ing and that with continued recovery we are steadily approaching 
a revenue yield which will be entirely adequate to cover the ex- 
penditures of government and to reduce the public debt. . 
The incident should be of great satisfaction to the country if it 
were true that the revenue of the government from existing taxes 
was increasing substantially and the outgo was being reduced 
substantially. . . . The most casual inspection of the July treas- 
ury report will show how little truth there is in the claims of 
financial betterment. . . . And expenditures show no signs of a 
reduction. . . . It is perfectly clear that the nation’s finances are 
growing steadily more hopeless. But by a misleading method of 
tabulation, which would result in punishment if perpetrated by 
any other seller of securities, the government doctors these figures 
to make them appear to show improvement. It happened that 
during July the First National bank of Chicago bought back its 
outstanding preferred stock from the reconstruction finance cor- 
poration. That payment and other similar payments during 
July were in such volume that the collections of the R. F. C. on 
capital account exceeded its disbursements by 175 million dollars. 
In a similar way the commodity credit corporation, which a year 
ago loaned 115 million dollars on crops, made collections during 
July of 67 million dollars. This is not revenue. It is not a de- 
pendable source of income which can be used to pay for the ex- 
penses of government. But Secretary Morgenthau, in order to 
make a favorable statement, deducts these collections from ex- 
penditures in arriving at a figure of 123 million dollars for the 
deficit for the month.”’ 


. It is difficult to believe that the presi- 

Explanation Is dent of the United States and his secre- 
tary of the treasury would wilfully mis- 

represent the facts as the Chicago Tribune apparently implies. 
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It probably would be fairer to attribute the incident to an utter 
lack of knowledge; and yet it is hard to comprehend how there 
could be such ignorance in high places. One of our highly es- 
teemed correspondents commenting upon the inaccuracy of the 
financial reporting of the federal government says: 


“The inadequacy of the accounting system of the United States 
is a matter of common knowledge. It is referred to in Professor 
Morey’s article on municipal and governmental accounting in the 
Nevember, 1933, JOURNAL OF ACCOUNTANCY, with quotations 
from authors. David Lawrence, the well-known column writer, 
frequently mentions it. It derives in part from the failure of the 
comptroller general to carry out his authorized function of estab- 
lishing an accounting system and partly from the fact that finan- 
cial reports are issued by the treasury and other departments 
rather than by the chief accounting officer of the government, the 
comptroller general. The reports of the treasury for the most 
part are on a cash-receipts-and-disbursements basis which obvi- 
ously is inadequate to give a true picture of the operations or 
conditions. So large and important an enterprise as the United 
States government certainly should have an adequate accounting 
system. At the present time the government is insisting that 
every private enterprise keep its accounts properly but the gov- 


ernment can not be said to have applied a similar standard to 
itself.” 


This criticism is well taken and it seems almost beyond the utmost 
stretch of imagination to picture high officers of the federal gov- 
ernment who do not understand the simple truth. We must be 
reluctant to admit that any thought of political effect could have 
swayed such eminent authorities in the production of misleading 
financial statements. No reputable business man would tolerate 
for a moment the utterance of tricky and misleading figures. 
Surely the federal administration is at least as high minded and 
upright as the ordinary man of business. No, the Chicago 
Tribune must be wrong. There was no intent to deceive—it was 
simply a lack of knowledge. 


a en Ys correspondent sends us a copy of the 
Pientiaeie rkansas Gazette, published at Little 

Rock, August 23, 1936, which contains a 

suggestion of peculiar interest during this election year. It 
appears that an unsuccessful candidate for nomination in the 
Democratic primaries believed, as defeated candidates sometimes 
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do, that he did not receive credit for all the votes cast for him. 
He says: 


“The section of our election law which requires the voter to 
sign his duplicate ballot is a commendable means of preserving 
the integrity of individual ballots but its good effect is lost if the 
ballots are miscounted or the box totals are changed after the 
ballots have been counted.” 


He expressed the conviction that difficulties in the election law 
could be overcome by adoption of a simple amendment requiring 
that all duplicate ballot boxes be delivered as soon as polls close 
to the Arkansas Society of Certified Public Accountants through 
its officers or a special committee to conduct an audit at actual 
cost. The society as a disinterested agency then would certify 
the audited returns to the state committee and the state conven- 
tion. He concludes his recommendation with these words: 


‘‘Business men large and small have confidence in the integrity 

of C. P. A’s. The fact that they are the custodians of countless 
business secrets acquired from auditing records of business houses 
is a guaranty that their code of ethics would function to protect 
the sanctity of the ballot.”’ 
We do not profess to understand fully the system of duplicate 
ballots, but there are innumerable cases in nearly every state in 
which an impartial audit of returns would affect materially the 
final results. Far too often are ballot boxes the subject of mys- 
terious disappearance after the first count. Far too often are 
ballots themselves rendered void by mutilation or even altered by 
actual change of the voting marks. The idea of employing certi- 
fied public accountants to supervise balloting and counting of 
ballots has much to recommend it to every one—except certified 
public accountants, who certainly would not wish to be burdened 
with this rather thankless task; but accountants as a whole have 
a good deal of public spirit and it is improbable that a scheme of 
proper audit would be impracticable anywhere. Accountants 
ought to regard such a task somewhat as they would jury duty— 
a thing not to be desired but also not to be avoided. 


Certain comment which appeared in 
One Defender Is . ‘ —— 
. THE JOURNAL OF ACCOUNTANCY for Au- 
Discovered ; 
gust, 1936, aroused one of our friends to 
protest. The author of the comment had said, ‘‘ The proposal to 
tax all undistributed earnings has been fully discussed. It has 
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nothing to recommend it. It is wholly unsound, complicated and 
unnecessary.’’ He who protests says that such a condemnation is 
ill taken and that there is some economic justification for such at- 
tacks; but, after a careful reading and rereading of his letter, we 
still fail to find any advantage whatever in a tax which will destroy 
small business. Some one may feel that Satan should not be con- 
demned because he wears at times asmile. But, smile or no smile, 
Satan does not seem to us worthy of anything but condemnation. 
The longer this utterly foolish tax on undistributed profits stands on 
the statute books the more atrocious it appears. Even its sponsors 
have lapsed into silence and defend it not at all. Everyone seems 
confident that it will be abolished before it can do all the harm 
which seems inherent in it, but, as we have said before, it is caus- 
ing a great deal of unnecessary work and expense and a vast 
amount of mental uncertainty. Perhaps its chief merit—and 
this is one to which our correspondent did not refer—is that it 
affords an excellent butt for political attack. With such a target 
to shoot at no candidate can miss. Nobody wants the tax, 
nobody understands the tax and everyone will rejoice at its taking 


off by grace of legislation or decision of the supreme court of the 
United States. 


We have before us a report of the board 

Enforcement of Pro- ; pene 
Senntnnal Mihir of managers of the Chicago Bar Associ- 
ation concerning an inquiry conducted 

by it into alleged activities of judges in partisan politics. The 
report is dated June 11, 1936. It is chiefly noteworthy for its 
courage and for the comfort which it affords to those of us who 
still believe that professional ethics must rule a profession. We 
are not concerned with the exact nature of the charges considered 
by the board of managers nor with the identity of the persons 
accused. In brief, the report deals with allegations that certain 
members of the judiciary had taken part as active politicians in 
political affairs and the board found that the conduct of four 
judges constituted a flagrant violation of canon 28 of the canons 
of judicial ethics and a repudiation of the generally accepted 
standards of their office. ‘‘This coupled with their publicly 
expressed unwillingness to recognize these standards conflicts so 
violently with the purposes of this association as to leave to the 
board no other course but to expel them from membership.” 
Other judges were censured. Now, as we have said, this case is 
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not one in which accountants are directly concerned, but all 
professional men must feel an interest in the action of the board 
of managers of the Chicago Bar Association. There is no doubt 
whatever that the judges who were the subject of reprimand or 
expulsion exercised a powerful influence in their locality. They 
were men of prominence. They had great weight. And yet the 
committee charged with the investigation and adjudication of 
charges did not hesitate to make what it considered a fair and 
honest decision. No profession has been the object of more 
attack than thelaw. Much of the adverse criticism has probably 
been well founded, but there is good hope for the cleansing of the 
bar when such action as that to which we have referred is taken 
without fear or favor. Other professions may well take note. 
There will be opportunities in every profession to demonstrate a 
like firmness and a like courage. In medicine, engineering, ac- 
countancy, even in the church, absolute justice and a com- 
pletely unassailable courage will be needed from time to time. 
Every improper practice which is censured by the professional 
body to which the culprit belongs is an impetus toward better 


conditions. The bar, most criticized of all, has shown in the 


present instance that it can be trusted to deal rigorously when 
occasion seems to require. 
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New Factors in Federal Income Taxation 
By Victor H. STEMPF 


The revenue act of 1936, which was signed by the president on 
June 22, 1936, is, unlike the 1935 act, complete in itself as it con- 
cerns income taxes. Its most important feature is that it intro- 
duces a new method of taxing corporations, while retaining, in a 
modified form, the old corporate income tax. It is the compro- 
mise agreed upon by the conference committee to reconcile the 
house bill, which had given effect to the president’s suggestion 
that the current taxes on corporations should be replaced by a tax 
on undistributed profits, and the senate revision of the house bill, 
which had retained the current corporate taxes and had imposed 
only a small tax on undistributed profits. 


HISTORY OF THE ACT 


It will be recalled that the house of representatives in attempt- 
ing to give effect to the president’s suggestion, which was intended 
to simplify the corporate tax structure, evolved the most compli- 
cated tax measure ever known in the history of this country and 
that protests against the proposed act and suggestions for raising 
the required additional revenue were presented at the hearings on 
the bill before the senate finance committee by many persons and 
by representatives of professional and trade associations and 
societies. 

The American Institute of Accountants was represented at the 
hearings by its committee on federal taxation, which submitted a 
memorandum criticizing the complexity of the corporate tax 
provisions, questioning the advisability of abandoning a trust- 
worthy revenue in favor of a conjectural one and offering the fol- 
lowing recommendations for raising additional revenue: 


‘“(1) That the existing form of corporate income tax be re- 
tained, at increased rates, if necessary; 


(2) That the existing personal exemptions be reduced in 
order to broaden the base of the normal tax, or that 
the same result be obtained by an irrecoverable with- 
holding at the source in respect of fixed or determinable 
income of the character required to be included in in- 
formation returns under the existing law; 

(3) That the normal tax be increased, and/or the normal tax 
be applied to dividends, if necessary; 
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(4) That the principle of taxing undistributed income be ap- 
plied at a low rate on a fixed base, by subjecting to this 
form of supertax the excess of ‘adjusted net income’ 
over the sum of (a) the corporate income tax on such 
income and (b) dividends paid during the taxable year. 


(5) As an alternative proposal respecting taxation of undis- 
tributed income, and as an incentive to increased divi- 
dends, the following method should be considered: In 
conjunction with a higher corporate income-tax rate 
(applied directly to the fixed or determinable base of 
‘adjusted net income’ as heretofore) a ‘drawback’ at 
a fixed rate (applied directly to the amount of divi- 
dends paid during the taxable year) may be allowed 
as a credit against the corporate income tax.”’ 


The senate, in its revision of the house bill, adopted some of 
these recommendations in that it retained the existing corporate 
taxes, with increased income-tax rates, substituted a surtax at the 
rate of 7% on undistributed income for the complex undistributed- 
profits tax contained in the original bill and made dividend income 
of individual taxpayers subject to normal tax. 

The act, as finally approved, retains the existing corporate 
taxes, but with lower income tax rates than those provided in the 
senate bill, imposes a surtax at graduated rates on undistributed 
income and makes dividend income of individual persons subject 
to normal tax. However, the corporate surtax rates are fixed and 
are applied directly to the undistributed net income so that the 
fundamental complexities of the original tax on undistributed 
profits are avoided, although there remain many vexing problems. 


CONSTITUTIONALITY 


The actual imposition of a tax on undistributed profits of cor- 
porations is new in the history of taxation in this country, al- 
though the idea had been proposed prior to 1921. Its validity, 
therefore, should be considered carefully. The pertinent provi- 
sions of the constitution of the United States, from which congress 
derives its power to levy taxes, are as follows: 


Article I, section 8, clause 1: 
‘The congress shall have power: 

To lay and collect taxes, duties, imposts, and excises, to 
pay the debts and provide for the common defense 
and general welfare of the United States; but all 
duties, imposts and taxes shall be uniform through- 
out the United States.” 


243 








The Journal of Accountancy 








Article I, section 2, clause 3: 

“Representatives and direct taxes shall be apportioned 
among the several states which may be included within 
this union according to their respective numbers. . . .” 

The sixteenth amendment: 

‘““The congress shall have power to lay and collect taxes on 

income, from whatever sources derived, without ap- 


portionment among the several states, and without 
regard to any census or enumeration.”’ 


It should be noted that the sixteenth amendment, which is 
generally deemed to be the source of the power to levy income 
taxes, merely permits the imposition of such taxes without ap- 
portionment, the power to impose all taxes being contained in the 
first of the foregoing quotations. 

As the surtax on undistributed profits is imposed on that por- 
tion of the income of the taxable year which is not distributed, 
there appears to be no reasonable doubt that it is an income tax 
and that there probably is no restriction in the above quotations 
which would render it unconstitutional. Accordingly, the only 
basis upon which its constitutionality may be questioned is that it 
violates the fifth amendment, which provides that no person shall 
be ‘‘deprived of life, liberty or property without due process of 
law.” In Paul and Mertens’ Law of Federal Income Taxation, it 
is stated that ‘‘a statute is not unconstitutional under the due- 
process clause unless it is so arbitrary and capricious that it con- 
strains to the conclusion that it is not the exercise of taxation, but 
a confiscation of property. In other words, a statute is not un- 
constitutional unless it is so wanting in a basis for classification 
as to produce a gross and patent inequality.”” Whether or not the 
fact that the tax can be avoided by a corporation which has a 
surplus while a corporation with a deficit but current earnings is 
helpless, is a sufficiently ‘‘gross and patent inequality” to render 
the tax unconstitutional under the fifth amendment, is a matter of 
legal opinion. However, corporate taxpayers should not place 
too much reliance on the possibility that the tax will be held un- 
constitutional, inasmuch as the supreme court has been loath, in 
view of the wide taxing powers granted to congress, to hold a tax- 
ing statute void. 

There is, however, one new provision in the 1936 act which, in 
the opinion of many attorneys, is of doubtful constitutionality 
and that is clause 2, the definition of a dividend (section 115 (a)). 
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This clause provides that any distribution made by a corporation 
to its shareholders, whether in money or other property, “‘out of 
the earnings or profits of the taxable year (computed as of the 
close of the taxable year without diminution by reason of any 
distributions made during the taxable year), without regard to the 
amount of the earnings and profits at the time the distribution 
was made” is a taxable dividend. Where a deficit exists at the 
beginning of the taxable year which is not offset by the earnings 
for the year, any distribution made during the year would be a 
return of capital and not income, according to the weight of au- 
thority as expressed in American decisions. Accordingly, it 
would seem that a shareholder contesting the taxation of such a 
distribution would have a fair chance of success. If the distribu- 
tion were held to be a return of capital, the corporation making it 
would be denied the credit for the purpose of the undistributed- 
profits surtax and should, therefore, give careful consideration to 
this possibility before making such a distribution. 


REVENUE Act oF 1936 
Effective date: 


The revenue act of 1936 was enacted June 22, 1936, and applies 
to taxable years beginning after December 31, 1935. As the 
income-tax provisions of the revenue act of 1935 also applied to 
taxable years beginning after December 31, 1935, they thus be- 
came ineffective and are now superseded by the related provisions 
of the 1936 act. 


Fiscal years: 


It should be noted that fiscal years beginning in 1935 and end- 
ing in 1936 are not governed by the 1936 act, but by the revenue 
act of 1934. Hence, a corporation filing its returns on a fiscal 
year ending November 30th will not be subject to the surtax on 
undistributed profits until its returns are filed for the fiscal year 
beginning December 1, 1936, and ending November 30, 1937. 
This fact has given rise to a vain hope in some quarters that a 
corporation might avoid the immediate incidence of the surtax on 
undistributed income by changing its fiscal year to a date falling 
before December 31, 1936. This isa vain hope because a corpora- 
tion which previously filed on a calendar-year basis has reported 
its income up to and including December 31, 1935. Therefore, 
when it obtains permission to change its fiscal year it does not ob- 
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tain the privilege of filing an amended return for a portion of a 
previous fiscal year but starts its new fiscal year, for tax purposes, 
with the closing date of its previous report, namely, January 1, 
1936, and the first new tax period comprises the portion of the 
calendar year following that date. A taxpayer may never file a 
return covering a period of more than twelve calendar months, 
although the taxpayer under appropriate conditions may file a 
return for a period shorter than twelve months, e. g., for the initial 
period of operations from the date of inception to the close of the 
first fiscal year, or in the case of a change in the fiscal year. 


Individual income taxes: 


The tax rates on citizens and resident aliens are the same as 
those provided in the 1935 act. The major innovation is that 
dividends received from domestic corporations are now subject 
to normal tax as well as surtax, in the hands of individual persons. 
This is an important change to the owners of personal holding 
corporations. 

The taxation of non-resident alien persons not.having a place 
of business in the United States has been completely revised and 
will be discussed later in conjunction with the taxation of foreign 
corporations. 


Corporation income taxes: 


The taxable income of domestic corporations is subject (in 
addition to the excess-profits tax) to a normal tax and the new sur- 
tax on undistributed profits. The normal tax on corporations be- 
gins at 8% on the first $2,000, increases to 11% on the next 
$13,000 and to 13% on taxable income from $15,000 to $40,000, 
with a rate of 15% applicable to all taxable income in excess of 
$40,000. These rates supersede those ranging from 1214% to 
15% provided by the 1935 act. 

Banks, trust companies and insurance companies are taxed at a 
flat 15% rate and are not subject to the surtax. Foreign cor- 
porations are taxed at special rates which will be discussed 
later. 

Domestic corporations are allowed to deduct the excess-profits 
tax as an expense. Fifteen per cent. of the dividends received 
from domestic companies is subject to normal income tax and 
excess-profits tax, but no part of such dividends is exempt in the 
calculation of the surtax on undistributed profits. Charitable 
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contributions are allowable deductions up to 5% of taxable net 
income. 

The foregoing covers, briefly, the changes in the normal tax, 
and presents no difficulties in interpretation. 

The surtax on undistributed profits, however, provides much 
food for thought. Its enactment was prompted, no doubt, by the 
expectation that such a tax, if sufficiently high, would encourage 
(or compel) the distribution of corporate earnings to shareholders 
and perhaps thus subject such earnings to the individual normal 
and surtax rates. Its effect may well prove to be socially punitive 
rather than purely fiscal. 


SURTAX ON UNDISTRIBUTED PROFITS 
Accounting difficulties: 


The final determination of net income (which will plague man- 
agement, cumulatively, for periods of two or three years, or more, 
in respect of the tax liability relative to each fiscal year) will have 
a vital bearing, not alone upon the amount of direct income tax, 
as heretofore, but also upon the amount of earnings available for 
distribution and, therefore, an equally important relationship to 
the amount of dividends to be distributed to minimize the tax on 
undistributed profits. Subsequent revision of taxable net income 
by the treasury department may have a fatal effect upon the 
financial condition of a corporation by reason of irrevocable ac- 
tions as to dividends or otherwise, taken in good faith by directors 
on the basis of taxable income originally determined. 

The provision regarding dividends as it now stands makes it 
incumbent upon management to estimate earnings for the year, 
to determine the amount of dividend to be distributed within the 
taxable year. From an accounting standpoint this creates a more 
vexing problem than is apparent and likewise poses a financial 
dilemma which may even involve corporate directors in personal 
liability for the illegal distribution of dividends. As to accounting 
difficulties, one may exemplify the point by stating that in the 
great majority of businesses the ascertainment of earnings de- 
pends upon the fair determination of inventories at the close of 
the year, and such determination can not be made in the average 
case (even upon the basis of perpetual-inventory records) until 
after the close of the year. Furthermore, there are other im- 
portant adjustments of deferred income, reserves and accruals, 
having a material bearing upon earnings, which, likewise, can not 
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be made accurately until after the close of the year. To ignore 
these factors is contrary to the tenets of sound management. 

Accordingly, it should be urged upon corporate taxpayers that 
the immediate preparation of a sound forecast of the results of 
operations for the year 1936 and the constant revision thereof 
until the end of the year are essential if they wish to avoid un- 
necessarily heavy taxes. This budgeting should relate not alone 
to book income but also to taxable income and due allowance 
should be made in the latter case for any disputed items of past 
years which may repeat in the current year and also for new 
doubtful factors. Taxpayers will find that the expenditure of the 
time and money for this purpose will be amply justified. 


Surtax rates: 


The rates of surtax on undistributed profits range from 7% to 
27%, and the entire 100% of undistributed profits is taxable on 
the basis of the relationship of undistributed net income to ad- 
justed net income, as follows: 


The first 10% of adjusted net income undistributed is taxed at 7% 
The next 10% of adjusted net income undistributed is taxed at 12% 
The next 20% of adjusted net income undistributed is taxed at 17% 
The next 20% of adjusted net income undistributed is taxed at 22% 
The next 40% of adjusted net income undistributed is taxed at 27% 


100% 





Effective rates of surtax: 


The effective rate of tax, in relation to adjusted net income, may 
be expressed as follows: 


Undistributed Dividends Effective rate 
None 100% None 
10% 90 71% 
20 80 1.9 
40 60 5.3 
60 40 9.7 
100 None 20.5 


Thus, when dividends of 90% of the adjusted net income have 
been paid and only 10% remains undistributed the undistributed- 
profits tax takes .7% of the adjusted net income; if dividends of 
80% have been paid leaving 20% undistributed the tax takes 
1.9%; if dividends of 60% have been paid leaving 40% undis- 
tributed the tax takes 5.3% of the adjusted net income; if divi- 
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dends of 40% have been paid leaving 60% undistributed, the tax 
takes 9.7% of the adjusted net income; but when no dividends 
have been paid and adjusted net income and undistributed net 


income are equal, the tax would take 20.5% of adjusted net 
income. 


Determination of the base of the surtax: 


The calculation begins, as heretofore, with the elements of tax- 
able income, in which there is now included 15% of dividends 
received from domestic corporations, followed by allowable de- 
ductions now including charitable donations up to 5% of the net 
income exclusive of such contributions, and also including as a 
deduction the excess-profits tax, if any. From the residual, net 
figure, there is then deducted the credit relative to interest re- 
ceived on obligations of the United States and its instrumentali- 
ties. The remaining balance is subject to normal tax. Proceed- 
ing to the determination of the surtax on undistributed profits, the 
net income subject to normal tax serves as the starting point. 
This figure must be adjusted (a) by adding back the 85% of 
domestic dividends received (which are exempt from normal but 
are subject to surtax) and (b) by deducting the amount of normal 
tax. The resulting figure (‘‘adjusted net income’’) is then subject 
to two other deductions (1) the credit for dividends paid by the 
taxpayer corporation and (2) the credit relating to contracts re- 
stricting dividends. The remaining balance represents the un- 
distributed net income upon which the surtax is calculated. 


Specific credit: 


When the adjusted net income which measures the surtax is less 
than $50,000, a specific credit is provided to the extent of the ex- 
cess of (a) $5,000 or (b) the total of undistributed net income, 
whichever is less, over 10% of the adjusted net income, and is to 
be deducted from the undistributed net income before computing 
the surtax. This credit is not, however, exempt from tax, but is 
subject to the 7% rate. The specific credit may not be more 
than $5,000 and to the extent that it exceeds 10% of adjusted net 
income it reduces the base subject to the higher surtax. The net 
effect of the provision for the specific credit (when adjusted net 
income is less than $50,000) is to subject the first $5,000 to the 
surtax of 7%, the balance of the undistributed net income being 
subject to the higher rates. 
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An alternative interpretation of the specific credit provision 
holds that the amount is the less of $5,000 or the undistributed net 
income, less 10% of the adjusted net income. Under this inter- 
pretation, the credit is much larger than under the former, official 
interpretation and results in a greater reduction in tax. For ex- 
ample, take the case of a corporation having adjusted net income 
of $40,000 and undistributed net income of $20,000. Under the 
official interpretation, the specific credit would be $1,000 ($5,000 
minus 10% of $40,000) while under the alternative interpretation, 
the specific credit would be $5,000; $5,000 being less than $16,000 
($20,000 minus 10% of $40,000). In this particular case, the 
reduction in surtax would amount to $550. Accordingly, it is 
likely that the question will be tested in the courts. 


Dividend-paid credit: 


The dividend-paid credit is the amount of dividends paid during 
the taxable year. Dividends declared during the taxable year 
but not paid until the following year are allowed as a credit in the 
year of payment and not in the year of declaration. Also, if 
more dividends are paid within the year than are necessary to 
avoid the surtax, such excess may be carried forward to the two 
following years. Dividends paid are applied in the following 
order: 

1. The amount paid within the current year. 

2. Any carry-over from the second preceding year which was 

not applied in the next preceding year. 

3. Any carry-over from the immediately preceding year. 
Thus, if $100,000 of income in 1936 were subject to surtax except 
for the fact that $150,000 of dividends had been paid in 1936, 
$50,000 of such dividends would be carried forward. If in 1937, 
$30,000 of income were subject to dividends-paid credit and 
$50,000 of dividends were paid in that year, then $20,000 of 1937 
dividends and $50,000 of 1936 dividends would carry-over to 
1938. If in 1938 only $10,000 of income were subject to the 
dividends-paid credit, then $40,000 of the 1936 dividends would 
be lost irrevocably as a dividends-paid credit. On the other hand, 
if $100,000 were earned in 1938 subject to the dividends-paid 
credit and no dividend were paid in 1938, then $50,000 of the 
1936 dividend and $20,000 of the 1937 dividend would be applied 
as an offset, and if in 1938 dividends of $40,000 were paid, the 
$50,000 of 1936 dividends and $10,000 of the 1937 dividends would 
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be applied, and the remaining unapplied $10,000 of 1937 divi- 
dends would carry-over to 1939. 


CHARACTER OF DIVIDENDS ALLOWABLE 


Concerning dividends paid there are other matters of general 
interest which deserve mention. The subject of dividend carry- 
over has been discussed. All that need be added is that no credit 
is allowable for dividends paid by a corporation prior to its first 
taxable year under the 1936 act. 


Definition: 


Basically, the term dividend (for purposes of the act) means a 
distribution out of earnings of the taxable year or accumulated 
since February 28, 1913. Income earned prior to that date is not 
subject to federal income tax, and, similarly, profits or losses re- 
lating to the sale of assets acquired prior to that date are de- 
termined on the basis of the fair value of such assets at that date. 


Stock dividends and stock rights: 


Prior revenue acts stated that a stock dividend was not subject 
to tax. Section 115 (f) (1) states that a distribution made by a 
corporation to its shareholders in its stock or in rights to acquire 
its stock shall not be treated as a dividend to the extent that it 
does not constitute income to the shareholder within the meaning 
of the sixteenth amendment to the constitution. The law does 
not state what stock dividends or stock rights do not constitute 
income within the meaning of the sixteenth amendment to the 
constitution. In Eisner v. Macomber, 252 U. S. 189, the United 
States supreme court held that a dividend paid by a corporation 
on its common stock by issuing to its stockholders additional 
common stock was not income within the meaning of the sixteenth 
amendment and therefore not taxable. In Koshland v. Helver- 
ing, 56 S. Ct. 767, the supreme court held that where preferred 
stockholders received a dividend in common stock they received 
income which could be taxed under the sixteenth amendment, 
the court stating that, ‘“‘where a stock dividend gives the stock- 
holder an interest different from that which his former stock- 
holdings represented, he receives income.’’ Under the Koshland 
decision it may be inferred that any stock dividend in shares 
materially different from those held constitutes income under the 
sixteenth amendment. 
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In Miles v. Safe Deposit & Trust Co. of Baltimore (259 U. S. 
247), the United States supreme court held that the right of stock- 
holders to subscribe for new stock is analogous to a stock dividend, 
and not gain, profit or income. Whether rights to subscribe to 
stock of a class different to that in respect of which the rights are 
issued can be taxed has not been definitely settled but on the basis 
of the Koshland decision they probably will be held taxable to the 
extent of their fair market value. 


Method of payment: 


‘“‘A taxable distribution made by a corporation to its share- 
holders shall be included in the gross income of the distributees 
when the cash or other property is unqualifiedly made subject 
to their demands,” and a dividend-paid credit in respect of the 
corporate surtax on undistributed income will not be allowed un- 
less the shareholder does actually receive the dividend within the 
taxable year for which the credit is claimed. The significance of 
these governing factors is self-evident. It should be emphasized 
that the existing dates and methods of paying dividends should be 
carefully reviewed to avoid the possibility of challenge by a tax 
examiner. The disallowance of a dividend-paid credit resulting 
in a revision of undistributed net income may have a disastrous 
effect upon the amount of surtax payable. The regulations say: 

“If a dividend is paid by cheque and the cheque bearing a date 
within the taxable year is deposited in the mails, in a cover prop- 
erly stamped and addressed to the shareholder at his last known 
address, at such time that in the ordinary handling of the mails the 
dividend would be received by the shareholder within the taxable 


year, a presumption arises that the dividend was paid to the share- 
holder in such year.”’ 


In small or closely held corporations, dividends are sometimes 
credited to shareholders’ accounts. This practice usually is 
adopted in the case of subsidiaries, dividends being credited to 
inter-company accounts. Perhaps, therefore, it would be ad- 
visable to avoid trouble by changing to a payment in cash. In 
the case of subsidiary companies, they may, if necessary, be sup- 
plied with funds with which to make the distribution. It should 
be borne in mind that the credit for dividends paid will not be al- 
lowed unless it be demonstrated to the satisfaction of the com- 
missioner that such crediting constituted payment of the dividend 
to the shareholder within the taxable year. Likewise, in the case 
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of a taxable stock dividend, delivery of new shares and an entry 
registered on the books of the corporation, both within the taxable 
year, are required as evidence of the distribution within that year. 


Preferential distributions: 


Distributions which are preferential or unequal in amount will 
be disallowed as dividend-paid credits to the extent of the entire 
amount of the distribution and not merely a part of such distribu- 
tion, regardless of whether or not such inequality or preference 
has been exercised with the full consent of stockholders and re- 


gardless also of whether or not the amounts received by share- 
holders are taxable to them. 


Dividends paid in obligations of the corporation: 


Dividends paid in obligations of the corporation, which are tax- 
able to the distributee, are allowable as dividend-paid credits, 
limited to the less of the face value or fair market value of such 
obligations as of the date of payment. At the time of reacquisi- 
tion, retirement or redemption of such obligations by the corpora- 
tion, a further dividend-paid credit will be allowed, provided the 
amount at which the obligations are redeemed exceeds the amount 
previously taken as a dividend-paid credit; subject to the further 
restriction that this excess shall be diminished by any amounts 
allowable as deductions (for amortization of bond discount or ex- 
pense, allocable to the obligations redeemed) in computing net 
income of the corporation for any taxable year. The word ob- 
ligation means any legal liability to pay a fixed or determinable 
sum of money evidenced in writing signed by the corporation. 


Redemption of stock: 


It is interesting to observe that when a corporation redeems its 
own stock, in a manner which makes the redemption in whole or 
in part essentially equivalent to the distribution of earnings, to 
that extent the amount becomes a dividend-paid credit. As the 
payment of a premium upon the redemption of a preferred stock 
becomes a charge against earnings or surplus it appears that such 
premium ordinarily would constitute a dividend-paid credit in the 
year in which disbursed. 


Dividends in kind: 


The act imposes limitations upon the extent to which distribu- 
tions of property may be recognized as dividend-paid credits. 
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Such credits can not exceed the less of the fair market value of the 
property at the time of distribution or the adjusted basis of the 
property in the hands of the corporation. The latter ordinarily 
means cost but may involve other complications if such property 
was acquired by the corporation incident to a reorganization or 
liquidation, by gift, or incident to a tax-free exchange, etc. Thus, 
if the corporation were to purchase stock of Y for $100 and sub- 
sequently received a tax-free distribution of $10 and then dis- 
tributed such stock as a dividend at a time when it had a market 
value of $70, the adjusted base would be $90 as against fair 
market value of $70, and the dividend-paid credit accordingly 
would be limited to $70. 


Dividends in stock of corporation: 


In the case of a stock dividend or a stock right which is a taxable 
dividend in the hands of shareholders because such stock dividend 
or stock right is in shares or in rights to subscribe to shares mate- 
rially different from those held, the dividend-paid credit with 
respect thereto is the fair market value of the stock dividend or 
stock right at the time of payment. Furthermore, whenever a 
distribution by a corporation is, at the election of any of the 
shareholders, payable either in a non-taxable form (such as a true 
stock dividend) or in a taxable form (such as money), then the 
distribution constitutes a taxable dividend to all shareholders, re- 
gardless of the medium in which paid, and a dividend-paid credit 
for the purpose of the corporation surtax on undistributed profits. 


Source of distributions: 


One more phase of dividends requires to be considered. Dis- 
tributions by a corporation are regarded as having been made (for 
tax purposes) out of the most recently accumulated earnings to 
the extent available—first, earnings of the taxable year; second, 
other earnings accumulated after February 28, 1913; third, earn- 
ings accumulated prior to March 1, 1913; and, fourth, from 
sources other than earnings only after earnings have been ex- 
hausted. The question which remains unanswered is whether 
these accumulated earnings are statutory earnings representing 
the sum of taxable net income and non-taxable income, less allow- 
able deductions and unallowable deductions and, finally, less dis- 
tributions, or whether earnings are those determined on the basis 
of accounting regularly employed by the taxpayer. This is a 
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serious matter in the determination of the dividend-paid credit in 
certain cases. It may be found that distributions, purporting to 
have been made out of book earnings accumulated after February 
28, 1913, have been made out of accumulations prior to March 1, 
1913 (from the viewpoint of the treasury department), or vice 
versa, thereby seriously affecting the calculation of surtax on 
undistributed profits. 


Obstacles to the payment of dividends: 


The application of the dividends-paid credit is simple, but 
earnings alone do not determine the ability of a corporation to pay 
dividends or the advisability of doing so. There may be a deficit 
accumulated through losses in prior years which the current earn- 
ings may not wipe out; or even though there be a surplus, that 
fact alone would not justify a distribution. 

It isa fundamental concept of corporate law that dividends may 
be paid only out of the excess of net assets over liabilities and 
capital (in other words, surplus), although some states permit 
the payment of dividends out of current earnings despite the exist- 
ence of a net book deficit. Sound financial management, how- 
ever, ordinarily precludes recourse to such unsound practice. 

For many reasons which govern conservative management it 
may be impolitic, if not indeed dangerous, to pay dividends. 
Substantial sums may have been frozen in fixed assets or in the 
acquisition of the stock of subsidiaries. The net quick-asset 
position may be jeopardized by such dividends, thereby hamper- 
ing credit otherwise available. Interest rates in respect of such 
credit may be affected adversely, and unsecured lines may be 
thrown back into secured loans by credit grantors. Profitable 
extension of operations of most businesses is immediately retarded 
by the distribution of surplus. 

Beyond the practical operating problems which confront execu- 
tives every day, there may be contractual obstacles to the pay- 
ment of dividends which remove any discretion in the matter. 
The corporate charter may provide (a) that no dividends may be 
paid unless the net quick assets exceed a given amount after such 
payment, or (b) that a prescribed current ratio shall not be im- 
paired by the payment of dividends, or (c) that a fixed amount or 
proportion of net income shall be applied to the retirement of 
preferred stock or fixed debt. There may be similar provisions 
in the indentures of preference stocks, bonds or debentures issued 
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under enabling provisions of the charter when the charter itself 
contains no such restrictions. Similarly, large borrowings may 
contain such contractual restrictions. These facts were urged at 
the hearings on the bill before the house and senate committees, 
but congressional complacence all but ignored the warning. A 
sop or two has been thrown into the act, which gives scant relief, 
and the regulations only aggravate the just objection to these pro- 
visions which ignore even the most elementary precepts of finance. 

No provision whatever is made in the act for the relief of 
corporations having a net deficit, which legally, therefore, can not 
pay dividends and conservatively should not do so in any event. 
The act does not say that dividends must be paid. One may 
choose to pay the surtax and retain the earnings. The strtax 


amounts to a maximum of 20%% of adjusted net income in such 
event. 


Possible remedies: 


Companies having deficits should forthwith consider ways and 
means of correcting the situation. Perhaps the capital structure 
may be adjusted by scaling down the capital stock sufficiently to 
eliminate such deficits. Legal advisers and accountants should 
be consulted concerning methods of eliminating this basic obstacle. 
The cost of doing so probably will be materially less than the 
surtax which may be avoided by such action, unless there are 
other practical difficulties blocking distributions. 

Relative to the sections dealing with contracts limiting divi- 
dends, the regulations say: 


“The charter of a corporation does not constitute a written 
contract executed by the corporation within the meaning of sec- 
tion 26 (c) of act’’ (relative to contracts restricting the payment 


of dividends). 


Every business man looks upon a corporate charter as a contract 
between the corporation and the state, and eminent attorneys 
have said that this provision of the regulations will not stand 
court test; but a champion must be awaited to pursue the test. 
Charter provisions which restrain dividend payments usually 
have emanated from protective provisions in the indentures of 
preferred stocks or bonds issued at the inception of certain corpo- 
rations. The refunding of such issues by the substitution of other 
securities, from which these provisions may be eliminated, perhaps 
offers a solution of the problem if coupled with the necessary stock- 
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holders’ action amending the charter. Obviously, there are other 
practical considerations affecting such proposals. The refunding 
may involve a public offering of securities requiring registration 
with the securities and exchange commission and the filing of list- 
ing applications with stock exchanges. Stockholder resistance to 
this refunding may be evident, due to dissatisfaction as to prior 
operating results or otherwise. Such conditions must be weighed 
in planning a program of this kind. Obviously, one may not sit 
by passively and “‘take it on the chin.” Capable management 
always has found ways of fighting for survival. 


CONTRACTS LIMITING DIVIDENDS 


Relative to contracts, generally, which restrict the payment of 
dividends, it should be noted that no relief may be obtained in the 
case of such contracts executed after April 30, 1936, or relating to 
debts incurred after that date. Furthermore, a specific credit 
may be obtained only in respect of one such provision. No 
double credit will be allowed, and when there are more than one 
of such provisions only the largest of the credits shall be allowed. 


Contracts which restrict the payment of dividends fall into two 
classes under the act: 


(1) Those which prohibit to a specified extent the payment 
of dividends, and 
(2) Those which relate to the application of a portion of the 
earnings for the year to the discharge of a debt incurred 
on or before April 30, 1936. 
In any event the provisions are applicable only in respect of 
written agreements executed prior to May 1, 1936. 


Determination of credit: 


The credit allowable as to provisions prohibiting the payment 
of dividends is an amount equal to the excess of adjusted net in- 
come over the aggregate of the amounts which can be distributed 
without violating a provision of a written contract executed by 
the corporation prior to May 1, 1936, which expressly deals with 
the payment of dividends. The regulations go on to say that 
earnings may be distributable without violating the provisions of 
such a contract if an amount can be distributed within the taxable 
year in one form (as for example, in stock or bonds of the corpora- 
tion) without violating the contract, although the payment of 
such a dividend in cash would violate the contract. This ruling 
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has the net effect of subjecting to surtax earnings which are not 
legally distributable. 


A pplication of prior surplus: 


On the other hand, in the judgment of the treasury department, 
‘“‘sauce for the goose is not sauce for the gander.”’ The regula- 
tions which ignore prior deficits, specifically provide that surplus 
at the beginning of the year shall be considered in calculating the 
credit provided in respect of contracts restricting dividends. The 
effect of this ruling is to add to the earnings of the taxable year 
the amount of surplus at the beginning of the year. From the 
sum of the two there is then deducted the amount which can not 
be distributed as dividends, and, if the remainder equal or exceed 
the adjusted net income, no credit shall be allowed. This is not 
relief but a mere gesture. The regulations construe harshly the 
intent of congress relative to the so-called relief provisions, and 
certainly do not comply with the demand for relief voiced repeat- 
edly in the congressional hearings. On the basis of the calcula- 
tions provided in the regulations no substantial benefit will be 
obtained by any corporations in respect of such limitations on the 
distribution of dividends. The exclusion of prior deficits and the 
inclusion of prior surplus in these calculations are neither equit- 
able nor consistent. 


Definite reference to limitation of dividends: 


Further inequity is present in the regulations providing that 
contracts which simply state that current assets shall not be re- 
duced below a specific amount while bonds are outstanding or 
merely specify that there shall be set aside periodically a sum to 
retire bonds do not come within the relief provisions of the act. 
Such provisions must be coupled with a definite reference to the 
limitation of dividends. 


Disposition of current earnings: 


In relation to the second type of contracts (dealing with the 
disposition of current earnings in the discharge of debt) it is not 
enough for contracts to require (a) periodic sinking-fund con- 
tributions, (b) periodic retirement of a stated amount or propor- 
tion of bonds, or (c) sinking-fund payments in proportion to gross 
income or in proportion to quantity of natural resources consumed 
in operations. Nor are shareholders creditors. The act, there- 
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fore, does not include in the relief provisions obligations to share- 
holders to retire preferred stock. However, the working of the 
act relative to the disposition of earnings of the year applicable to 
the discharge of debt is unmistakably clear, and the specific credit 
in such case is unqualifiedly the full amount of the portion of such 
earnings expressly required to be applied to such use. 


LIQUIDATION OF CONTROLLED SUBSIDIARIES 
Recognition of gain: 

The elimination of consolidated returns of corporations (except- 
ing railroads) and the congressional inquisition suffered by holding 
companies have developed temporarily an apparent opportunity 
to liquidate controlled subsidiary companies without immediate 
gain orloss. Under the 1934 act, gain or loss was recognized upon 
liquidation of a controlled subsidiary. The 1935 act provided 
that no gain or loss would be recognized upon the receipt of prop- 
erty other than money in such liquidation. Under this provision 
the basis of the property received (provided no cash were involved) 
would be the amount of the parent’s investment in the subsidiary. 
Under the 1936 act, no gain or loss is recognized in such a case 
(whether or not cash is received as part of the liquidation) and the 
basis of the property in the hands of the parent is the same as it 
was to the subsidiary. 

This 1936 provision in many cases should enable a parent to dis- 
solve a subsidiary in order to offset losses of the subsidiary against 
earnings of the parent, or vice versa, and thereby reduce taxes. 
It also affords the opportunity to dissolve the profitable subsidi- 
aries of a profitable parent to avoid the partial tax on inter-com- 
pany dividends. Such steps have been taken by a number of 
parent companies. It is interesting to observe that the congres- 
sional hearings record repeated objections to the dissolution of 
subsidiaries by representative taxpayers because of the inherent 
tax difficulties. The treasury department, obviously, was loath 
to relax the rules governing distributions in liquidation, but the 
senate finance committee, it appears, considered the complete 
liquidation of subsidiaries more important than potential taxes 
relative to such liquidations. 


Complete liquidations: 


Under the act as it was finally issued, in order to be tax-free, liqui- 
dations must be complete, including any one of a series of distribu- 
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tions made by a corporation in complete cancellation or redemp- 
tion of all of its stock, in accordance with a bona-fide plan of 
liquidation, under which the transfer of the property in liquidation 
is to be completed within a time specified in the plan, not exceed- 
ing three years. The crux of such procedure lies in a careful con- 
sideration of the form and substance of the agreement under which 
complete liquidation is contemplated. If the liquidation can be 
effected in one (lock-stock-and-barrel) transfer of property, and 
other conditions of the law are met, there can be no question that 
the liquidation is complete. However, if the exigencies of a situa- 
tion necessitate partial distributions, the steps must be watched 
with much greater care. No type of liquidation should be under- 
taken without consulting counsel. It should be borne in mind 
that if a distribution be made in partial liquidation in a case, other 
than one involving a legitimate plan of complete liquidation, the 
distribution will be recognized as payment in exchange for the 
stock and the gain or loss recognized on such an exchange will be 
taken into account in computing net income of the recipient. 


Other governing factors: 


There are other governing factors that determine whether 
property received by a corporation in complete liquidation of 
another involves no immediate gain or loss to the recipient. The 
corporation receiving the property must have 80% voting control 
and 80% in number of all shares having voting rights of the 
liquidating corporation at the time the plan of liquidation is 
adopted and must continue to have at least that per cent. of con- 
trol until the liquidation is completed. It may increase its hold- 
ing but may not decrease it. No distribution pursuant to the 
plan of liquidation shall have been made prior to December 31, 
1935 (or, in the case of a fiscal year, before the first day of its first 
taxable year starting after that date). Even though the liquida- 
tion be completed within one taxable year, there must be a plan 
of liquidation at least in the form of a directors’ resolution au- 
thorizing the complete distribution of the assets of the corporation 
in complete cancellation of its stock. The three-year formal plan 
has been mentioned previously. If the transfer be not completed 
within that time or if the taxpayer fail to qualify at any time 
during the period of liquidation as to the percentage of ownership, 
no distribution under the plan shall be considered a distribution in 
complete liquidation. 
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The concluding single sentence of this section of the act, which 
comprises one hundred and sixty-three words exclusive of figures, 
parentheses and punctuation is a masterpiece of double negatives 
and repetition. It says in part: 

“A distribution otherwise constituting a distribution in com- 
plete liquidation within the meaning of this paragraph shall not 
be considered as not constituting such a distribution merely be- 
cause it does not constitute a distribution or liquidation within 


the meaning of the corporate law under which the distribution is 
made”’; 


In other words: state law concerning the liquidation of corpora- 
tions has no bearing upon the provisions of the federal law govern- 
ing taxable gain on liquidations as defined in the revenue act of 
1936. It is worthy of repetition that the liquidation of subsidiaries 
should be approached with caution and under competent legal 
guidance. 


Distribution in liquidation, as dividend-patd credit: 

When distributions in liquidation constitute payment in ex- 
change for stock and thereby involve taxable gain or loss to the 
recipient, the corporation making the distribution is entitled to a 
dividend-paid credit (relative to the corporate surtax) to the 
extent that such distribution is properly chargeable against earn- 
ings by the liquidating corporation, even though the method of 
taxing the distribution in the hands of the recipient be that relat- 
ing to gain or loss on an exchange rather than that applied to a 
taxable dividend. On the other hand, in tax-free liquidations, 
the accumulated earnings of the liquidating company for purposes 
of the act are looked upon as intact transfers to the corporation 
receiving the property, in whose hands such earnings, being avail- 
able for distribution to its stockholders, have essentially the same 
status for purposes of the act as earnings derived from its own 
operations. The regulations provide that no dividend-paid 
credit is allowable to the distributing corporation relative to such 
transactions. However, one may infer from the language of the 
regulations that the treasury department may hold that to the 
extent such transferred earnings represent current earnings of 
the subsidiary within the taxable year they must be included by 
the parent in determining its undistributed income, just as if the 
parent had been operating the subsidiary as a department instead 
of as a separate legal entity; and to the extent that such trans- 
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ferred earnings represent accumulations by the subsidiary at the 
beginning of the taxable year, so, too, the parent must consider 
them in all calculations which involve its own surplus at the begin- 
ning of the taxable year. 


TAXES ON IMPROPER ACCUMULATION OF SURPLUS 

In addition to the taxes previously discussed, the 1936 act con- 
tinues to impose a tax on corporations improperly accumulating 
surplus, which applies to every corporation other than personal 
holding companies. This tax is levied for each taxable year upon 
the net income of corporations, however created or organized, 
if such a corporation be formed or utilized for the purpose of pre- 
venting the imposition of the surtax upon its shareholders or the 
shareholders of any other corporation, by permitting earnings or 
profits to accumulate instead of to be distributed. 


Prima-facte evidence: 


The fact that any corporation is a mere holding or investment 
company, or that the earnings or profits are permitted to accumu- 
late beyond the reasonable needs of the business, is prima-facie 
evidence of a purpose to avoid surtax upon shareholders. 


Tax rates: 


In the case of banks, trust companies and insurance companies, 
not subject to the surtax on undistributed profits, the surtax rate 
is 25% of the amount of the retained net income which is not in 
excess of $100,000 and 35% of the amount of the retained net 
income which is in excess of $100,000. In the case of corporations 
subject to the surtax on undistributed profits the surtax rates are 
10% lower. 


Definition: 


Personal holding companies are subject to a surtax upon the 
undistributed adjusted net income at graduated rates ranging 
from 8% to 48%. 

The term “‘ personal holding company’’ means any corporation 
(other than a corporation exempt from taxation, and other than a 
bank or trust company, or a life-insurance company or surety 
company) if, (a) at least 80% of the gross income for the taxable 
year be derived from royalties, dividends, interest, annuities and 
(except in the case of regular dealers in stock or securities) gains 
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from the sale of stock or securities and, (b) at any time during the 
last half of the taxable year more than 50% in value of its out- 
standing stock be owned, directly or indirectly, by or for not ex- 
ceeding five individual shareholders. In computing the number 
of persons who hold the majority of the outstanding stock, all 
members of a family in the direct line as well as the spouse and 
brothers and sisters are counted as one. 


Reasonable needs of business: 


It should be observed that neither the surtax on improper ac- 
cumulation nor the surtax on personal holding companies is 
imposed on prior surplus but is imposed on current year’s earnings 
retained in order to prevent the imposition of surtax upon share- 
holders. In the case of personal holding companies there is a 
definite formula for determining the income subject to the surtax. 
In the case of corporations other than personal holding companies 
there is no prescribed formula for determining when earnings are 
retained beyond the reasonable needs of the business and there- 
fore subject to surtax on improper accumulations. What con- 
stitutes the ‘“‘reasonable needs of a business”’ is a question which 
may be answered only by considering all the facts of a particular 
case. No hard and fast rules can be laid down, but the following 
questions are pertinent: 


1. How much surplus existed at the beginning and the end of 
the year and how was such surplus reflected in assets 
and liabilities? 

2. What portion of net income has been distributed in the 
form of dividends? 

3. What are the working capital requirements of the corpora- 
tion at the peak of its business? 

4. What obligations has the corporation maturing in the 
future? 

5. What are the facts concerning the ownership of the cor- 
poration’s stock? 


When an analysis of these factors indicates the probable, or 
possible, application of this section of the law by the treasury 
department, it is advisable to take remedial action. The capital- 
ization of earnings by the declaration of stock dividends has some- 
times been considered a useful device for avoiding the imposition 
of this surtax, but it must be strongly emphasized that this is 
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completely futile. The distribution of a taxable dividend is the 
only safe means of avoiding the imposition of the tax when the 
circumstances of the case indicate a precarious position. 

On the basis of the adjudicated cases involving the surtax on 
improper accumulations, a business corporation which makes 
reasonable distributions of its current earnings probably need not 
fear the application of this section of the law merely because a 
prudent management may consider it necessary to retain a portion 
of the earnings either for expansion or as a safeguard against 
future emergencies. 


Partial retention of surplus permitted: 


In the section of the law relating to surtax on personal holding 
companies provision is made for the withholding by a corporation 
each year of (a) 20% of the excess of its adjusted net income over 
the amount of dividends received from other personal holding 
companies and (b) amounts used or set aside to retire indebtedness 
incurred prior to January 1, 1934, if such amounts be reasonable 
with reference to the size and terms of the indebtedness. 


Importance of these provisions: 


It is not generally understood that there may be large corpora- 
tions which come within the definition of a personal holding 
company. Such corporations can not avoid the surtax by making 
“reasonable distributions’? but must distribute 80% of their 
adjusted net income in order to escape the surtax (provided they 
are not using or setting aside sums to take care of the indebtedness 
incurred prior to January 1, 1934). 

The surtaxes on personal holding companies and on corpora- 
tions improperly accumulating surplus are not new, but com- 
monly their importance is overlooked until they are invoked 
against a taxpayer. As a precaution, the provisions of the law 
should be considered carefully by every corporation to be sure 
that the taxpayer may not be subject to them. 


ALIENS AND FOREIGN CORPORATIONS 
Non-resident aliens: 

Section 211 provides that in lieu of the normal and surtaxes 
payable by a citizen or resident alien, every non-resident alien 
person not engaged in trade or business within the United States 
and not having an office or place of business therein is taxable at 
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the rate of 10% upon his gross income from sources within the 
United States consisting of interest, dividends, rent, salaries, 
wages, premiums, annuities, compensation or other fixed or 
determinable annual or periodical gains, profits and income, in- 
cluding royalties, except that the rate of 10% shall be reduced in 
the case of a resident of Canada or Mexico, to such rate (not less 
than 5%), as may be provided by treaty with those countries. 
As yet the United States has not entered into any such treaty. 
The items of income enumerated and any other fixed or deter- 
minable annual or periodical income are the only items of income 
from sources within the United States upon which such a non- 
resident alien is liable to tax. His taxable income does not in- 
clude profits derived from transactions in the United States in 
stocks, securities or commodities through a resident broker, com- 
mission agent or custodian or profits derived from the sale within 
the United States of other property, whether real or personal. 
No deductions or credits are allowed. The tax is imposed upon 
the amount of gross income received. A non-resident alien 
engaged in trade or business in the United States or having an 
office or place of business therein is taxable upon his net income 


from sources within the United States at the regular normal and 
surtax rates. 


Foreign corporations: 
Section 231 divides foreign corporations into two classes: 


(1) Foreign corporations not engaged in trade or business 
within the United States and not having an office or 
place of business therein, and 


(2) Foreign corporations engaged in trade or business within 
the United States or having an office or place of busi- 
ness therein. 

Foreign corporations coming within the first class are desig- 
nated as non-resident corporations, while foreign corporations 
coming within the second class are designated as resident corpora- 
tions. 

A foreign corporation, whether non-resident or resident, is not 
subject to the surtax imposed by section 14 on undistributed 
profits. 

Every non-resident foreign corporation is taxable at the rate of 
15% upon its gross income from sources within the United States 
consisting of interest, rents, salaries, wages, premiums, annuities 
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and other fixed or determinable annual or periodical income, 
including royalties, but not including dividends. Dividends 
which are treated as income from sources within the United 
States are taxed at the rate of 10%, except that in the case of non- 
resident foreign corporations organized under the laws of Canada 
or Mexico, such rate of 10% with respect to dividends may be 
reduced to such rate (not less than 5%) as may be provided by 
treaty with those countries. As yet, the United States has not 
entered into any such treaty. 

The taxable income of a non-resident foreign corporation does 
not include any profit derived from effecting transactions in the 
United States in stocks, securities or commodities through a 
resident broker, commission agent or custodian, or the profits 
derived from the sale within the United States of other property, 
either real or personal. A non-resident foreign corporation is not 
allowed any deductions. The tax is imposed upon the amount of 
gross income received. 

A resident foreign corporation is not taxable at the rate of 15% 
or 10% upon the items of income enumerated above; but its net 
income from sources within the United States (gross income from 
sources within the United States less statutory deductions) less 
the credits against net income allowable to corporations, is sub- 
ject to the normal tax of 22%. 

A foreign corporation which effects transactions in the United 
States in stocks, securities or commodities through a resident 
broker, commission agent or custodian is not merely by reason of 
such transactions considered as being engaged in trade or business 
within the United States which would cause it to be classed as a 
resident foreign corporation. 


Withholding in case of non-resident aliens: 


Withholding in the case of non-resident aliens is at the rate of 
10%, except in case of a resident of Canada or Mexico, when the 
rate may be reduced by treaty, but not to less than 5%. 

Resident or domestic fiduciaries are required to deduct the 
income tax at the source from all fixed or determinable annual or 
periodical gains, profits and income paid to non-resident alien 
beneficiaries, to the extent that such items constitute gross income 
from sources within the United States. Income paid to a non- 
resident fiduciary which is otherwise subject to the withholding 
provisions of the act is not exempt from withholding by reason of 
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the fact that the beneficiaries of the income are citizens or resi- 
dents of the United States. 


Withholding in the case of non-resident foreign corporations: 


A tax of 15% is required to be withheld in the case of fixed or 
determinable annual or periodical income paid to a non-resident 
foreign corporation except, (1) income from sources without the 
United States, (2) interest on bonds or other obligations of a 
corporation containing a tax-free covenant and issued before 
January 1, 1934, where the liability assumed by the obligor ex- 
ceeds 2% of the interest and (3) dividends. 

A tax of 10% is required to be withheld from income from 
sources within the United States paid to a non-resident foreign 
corporation which consists of dividends, except that such rate of 
10% shall be reduced, in the case of Canadian and Mexican 
corporations to such rate (not less than 5%) as may be provided 
by treaty with Canada and Mexico. 

Withholding of a tax at the rate of 2% is required in the case of 
interest payments made to a non-resident alien or foreign corpora- 
tion, representing income from sources within the United States, 
paid upon corporate bonds or other obligations containing a tax- 
free covenant, issued before January 1, 1934, where the liability 
assumed by the obligor exceeds 2% of the interest. 


Important change in basis of taxing foreign corporations: 


Under prior revenue acts, foreign corporations, whether resi- 
dent or non-resident, were taxed at the same rates as domestic 
corporations, but only on net income from sources within the 
United States, including gains from transactions effected in the 
United States in stocks, securities, commodities, etc. In deter- 
mining the net income subject to tax, deductions were allowed for 
expenses applicable to income arising within the United States 
and for a ratable portion of expenses which could not be allocated 
to any item or class of income. Foreign corporations were also 
allowed the credits against net income allowed to domestic corpo- 
rations, but the allowance of deductions and credits was dependent 
upon the filing of a return. 

These provisions remain applicable to resident foreign corpora- 
tions under the new law, but, as indicated above, non-resident 
foreign corporations are now taxed at special rates, upon gross 
income from sources within the United States, excluding gains 
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from transactions in securities, etc. without any deductions or 
credits. 


MISCELLANEOUS PROVISIONS 


Capital gains on distributions in complete liquidation subject to 
recognition percentages to individual taxpayers: 


Under the 1934 act, all gains to persons from liquidation dis- 
tributions (which included redemption of preferred stock) were 
recognized, while similar losses were subject to the recognition 
percentages. The new act provides that the percentages apply to 
gains from distributions in complete liquidation, which is defined 
to include any one of a series of distributions in complete cancella- 
tion of all of a corporation’s stock within the time specified by the 
liquidation plan, which must not exceed two years from the close 
of the taxable year in which the first of the distributions under the 
plan is made. Gains from partial liquidations or liquidations 
which do not conform to the above definition of a complete liqui- 
dation are still recognized. Thus, if a corporation retires pre- 
ferred stock at a profit to the shareholder, and the corporation 
does not liquidate in the manner discussed above, the entire gain 
on redemption will be recognized. If a loss were to result on 
retirement of such stock, such loss would, as formerly, be subject 
to the recognition percentages. In cases where there is only a 
partial liquidation or partial retirement of stock, the shareholder, 
if he expects to realize a gain on retirement, should sell the share 
before the retirement date in order that the profit might be subject 
to the recognition percentages. 


Common trust funds: 


Section 169 creates what is known as a common trust fund. 
This is defined as a fund maintained by a bank exclusively for 
collective investment and reinvestment of money contributed 
thereto in its capacity as a fiduciary in conformity with the rules 
and regulations of the board of governors of the federal reserve 
system, appertaining to the collective investment of trust funds 
by a national bank. 

The purpose of this section is to avoid the possibility that such 
funds might be taxed as associations. 

Returns must be filed by every bank maintaining a common 
trust fund. The return must show income, deductions and the 
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proportionate share of each participant, in much the same manner 
as a partnership. 


Mutual investment companies: 


The act recognizes a new type of business company for income- 
tax purposes known as a ‘mutual investment company.” A 
mutual investment company is especially defined in the act and 
if a corporation comes within such definition it may deduct its 
dividends paid as a credit against net income for the purpose of 
the normal tax. However, it does not get the benefit of the two- 
year dividend carry-over nor the benefit of the 85% credit for 
dividends received which is allowed other corporations for normal 
tax purposes. 


Capital stock and excess-profits tax: 


The revenue act of 1936 does not impose any capital-stock tax 
itself, but merely amends section 105 of the 1935 act to reduce the 
rate from $1.40 to $1.00 per $1,000 of declared value and to make 
references, where required, to the income-tax provisions of the 
1936 act. As the 1935 act capital-stock tax provisions were first 
applicable for the year ended June 30, 1936, they were never 
effective prior to amendment by the 1936 act. Accordingly, no 
tax has been or will be payable at the rate of $1.40 per $1,000 of 
declared value. 

Similarly, the excess-profits tax now in force is the one imposed 
by the 1935 act, as amended by the 1936 act. The only amend- 
ments made by the latter act are (1) to remove the allowance of 
federal income tax as a deduction in computing net income subject 
to excess-profits tax, (2) to allow the deduction of the ‘dividends 
received” credit of 85% and (3) to state that the excess-profits 
tax itself is not to be deducted in computing income subject to 
excess-profits tax. These amendments are applicable only to 
taxable years commencing after December 31, 1935. Accord- 
ingly, corporations with taxable years ending after June 30, 1936, 
but before December 31, 1936, will be permitted to deduct the 
income tax payable for such year in computing their excess- 
profits tax net income. Amendments (2) and (3) were necessary 
because the 1936 act changed the computation of net income by 
making 85% of domestic dividends received a credit against net 
income instead of a deduction in the computation thereof and by 
allowing the excess-profits tax as a deduction in computing net 
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income. The rates of excess-profits tax prescribed by the 1935 


act, applicable to all taxable years ending after June 30, 1936, are 
as follows: 


6% of that portion of the excess-profits tax net income 
which is in excess of 10% but not in excess of 15% of 
the declared value of the capital stock. 


12% of that portion of the excess-profits tax net income’ which 


is in excess of 15% of the declared value of the capital 
stock. 


CONCLUSION 
Revision of law: 

It has been predicted that the tax on undistributed earnings 
will be repealed before returns for 1936 become due, and that 
other drastic revisions of the law will be undertaken. Much of 
this rumor is based probably on campaign promises and on hopes 
rather than probabilities. Time will be too short to draft and 
enact a satisfactory substitute before March 15, 1937. What may 
happen in the following year depends upon the new administra- 
tion’s need or desire for revenue. 

Fixed principles needed: 

The year-to-year revision of tax laws is an abomination bred of 
political expediency. We need fixed principles of taxation which 
will enable the taxpayer to face the future with greater confidence 
based on known factors, instead of being asked to sit in a poker 
game without knowing the stakes (particularly when the house 
takes a heavy toll on every pot). 

It should not be assumed that the old system of taxing income 
was perfect. Questions of capital gains, consolidated returns, a 
broadened incidence of the individual normal tax and other 
principles require thoughtful attention. Perhaps some form of 
tax on undistributed income is desirable in the form of the ‘‘draw- 
back”’ previously discussed. 

Permanent principles should be established soundly by the 
appointment of a non-partisan commission of experts (to be dis- 
charged when the job is done), to conduct an extended research, 
and to produce a system of federal income taxation, fixed in 
principles, but flexible in rates to meet the requirements of budget 
balancing. 

Business can adjust itself to changing rates of taxation, but com- 
mon sense deplores a continuous shifting of basis, form and inci- 
dence of taxation, which must be construed anew from year to year. 
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Objectives and Activities of the Committee on 
Stock List of the New York Stock Exchange 
Under Present-Day Conditions* 


By JoHN HASKELL 


I wish to thank my hosts for the honor and the opportunity 
which you have extended in inviting me here tonight. Even if 
you or your other guests of the Rhode Island bar, Credit Men’s, 
Bankers’, and Cost Accountants’ Associations hold different views 
on some of the topics upon which I shall touch in this brief dis- 
cussion of the objectives of the committee on stock list of the 
New York Stock Exchange—here in Providence, where independ- 
ence of thought has been a characteristic for just three hundred 
years, I feel free to express my own opinions. After all, Roger 
Williams founded Rhode Island on the principle of “‘free exercise 
and enjoyment of rights and of safeguarding the Indians in the 
titles to their tribal lands.” 

The objectives of the committee on stock list are definite and its 
purposes clear. The constitution of the exchange charges that 
committee with the duties of considering and recommending new 
listing applications, formulating listing requirements and deter- 
mining the time and conditions to initiate action for the delisting 
of listed issues. 

Under this mandate, the committee is constantly engaged in 
carrying out one of the fundamental policies of the exchange— 
that the merchandise dealt in on its market-place should be genu- 
ine, ‘‘as advertised.’” This intangible merchandise may range in 
character from the most conservative bond to a highly speculative 
stock; its market price may vary from a fraction of a dollar to 
hundreds of dollars a share. While many factors bearing on the 
nature of a corporation’s business and its standing in its industry 
are considered by the committee in connection with applications 
for new listings, it should be remembered that most of the securi- 
ties now dealt in on the exchange were originally listed many years 
ago. The aim of the committee is not to judge present worth nor 
to divine future business prospects but to have sufficient informa- 
tion made available to permit the public to reach its own opinion 


as to that most controverted, undefined and indeterminable ele- 
ment which we call ‘‘ value.” 





* An address before the Rhode Island Society of Certified Public Accountants, at Providence, 
September 15, 1936. 
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When considering a new listing application, the committee 
weighs, not only the form and scope of the information which the 
applicant agrees to make available to the public, but also the size 
and character of the issuer and the soundness and suitability of its 
securities for a national market-place; but listing does not and 
can not guarantee purchasers against trading losses nor even 
against declines in intrinsic value. No committee, no group of 
men should have the temerity to extend any such guarantee. 
You professional and business men know this well enough, but I 
believe that you would be surprised at the number of letters which 
the exchange receives from people all over the country, who are 
under the impression that the value of a security, once listed on 
the New York Stock Exchange, is in some way guaranteed. The 
misinformed who hold this view expect to participate in the profits 
of industry, without assuming its risks. The greatest disservice 
that can be done to the investing public is to soft-pedal the old 
saying, ‘‘Let the buyer beware.’’ Let us hope that in making the 
seller beware we shall not lull the buyer into any sense of false 
security nor lead him to forget to use common sense and prudence 
in selecting his investments. More information is available with 
respect to listed securities today than ever before—let the pro- 
spective buyer take advantage of it before he buys. 

Next in importance to the committee’s primary objective of 
making sure that the securities it lists are what they are repre- 
sented to be is another of vital significance under present-day 
conditions. That is to facilitate the flow of investment capital 
into productive business enterprise. It is generally admitted 
that expansion of normal business enterprise is a prerequisite to 
recovery and re-employment, and for this capital is needed. 
While the facilities of the exchange are not designed to effect the 
initial distribution of securities to raise new capital, it is the 
market-place which provides the liquidity which many investors 
expect for the securities which they receive in exchange for their 
cash. 

During the last year, we have seen the revival of new bond 
issues on a large scale. Now we see an increasing number of new 
stock issues—for the most part in the form of additional shares 
offered by well-known established companies to their stockholders 
under rights to subscribe. Other companies which have been in 
receivership, or in reorganization under section 77B of the bank- 
ruptcy act, are being helped to resume operations by new financ- 
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ing. The exchange feels a duty, not only to its listed companies, 
but also to the public, to facilitate this movement. Many of our 
current listings are not of securities of new concerns but of new or 
additional stocks or bonds of already-listed companies. If the 
security meets its requirements for listing, the committee will not 
permit the red tape and technical difficulties, with which company 
officers, accountants, lawyers:and bankers are familiar, to hold up 
this tide toward recovery. 

As an example of one of the steps taken to carry out this policy, 
the exchange recently amended its constitution to permit the 
committee on stock list to list additional securities of already- 
listed companies, without waiting for final action by the governing 
committee, when it appeared that the former listing procedure, 
coupled with the requirements of the securities act of 1933 and the 
securities exchange act of 1934, might create technical complica- 
tions and delays with no offsetting benefits to investors. This is 
one of the numerous steps taken by the exchange during the last 
twelve months to simplify rules and procedure, to make new 
financing by our listed corporations less cumbersome and less 
costly. 

Since the enactment of the securities exchange act in 1934, the 
committee on stock list has had a new objective. This has been 
to assist its listed corporations and their officers and directors to 
comply with the provisions of this law and the rules of the securi- 
ties and exchange commission. 

The committee and its staff have studied every new rule and 
new form as promulgated and then classified them as to their ap- 
plicability to the different categories of listed issuers, and have 
transmitted the appropriate ones to the proper companies. It 
has solicited comments as to the practical operation of proposed 
regulations; weighed constructive criticism; studied problems of a 
general nature and explored hundreds of questions of detail. 
There has always been the most cordial codperation between the 
commission and the exchange in all matters affected by the vari- 
ous sections of the law which deal with the relations of the com- 
mission to listed companies. Many of its rules and forms have 
been sent in tentative form to the committee for discussion prior 
to their adoption. The New York Stock Exchange, when believ- 
ing that some feature of such proposed rules or forms was in any 
manner detrimental to corporate operations on the one hand, and 
not essential to carry out the manifest spirit of the law on the 
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other hand, has expressed its views to the commission to help 
make the administration of these features of the act a success. 
The commission, on its part, while far from adopting all sugges- 
tions as submitted, has, nevertheless, been most broad-minded in 
considering representations made along these lines. 

Likewise, where corporate management has not understood the 
underlying reasonableness under the law of certain of the commis- 
sion’s requirements, the committee has endeavored to explain 
them in such manner as to secure full co6peration. 

Thus the committee has acted as an interpreter and moderator 
between the hundreds of American corporations, foreign compan- 
ies and foreign governments having securities listed on the ex- 
change on the one side and the securities and exchange commis- 
sion on the other. It has been an absorbingly interesting and not 
always an easy task, but we feel that the results so far accom- 
plished have been fully worth the effort. We in the exchange 
appreciate fully the codperation that both the commission and 
the corporations and their accountants have displayed through- 
out the period of adjustment that is now assuming a more settled 
relationship. 

After this outline of major objectives, and before discussing 
some of the specific activities necessary to accomplish them under 
present-day conditions, I would like to take time out at this point 
to stop a current tendency to confuse the securities and exchange 
commission’s registration rules with the exchange’s listing re- 
quirements. Many sections of the securities exchange act of 
1934, relating to the regulation of issuers and their officers and di- 
rectors, are based on the theory of jurisdiction of the commission 
through the medium of the national securities exchanges. Fur- 
thermore, it has been the policy of the commission to utilize the 
New York Stock Exchange as a most important channel of com- 
munication with our listed issuers. Scores of securities and ex- 
change commission rules of general application and literally thou- 
sands of its individual letters addressed to listed companies of all 
descriptions have been relayed through our office. Asa result, 
the line of demarcation between the commission’s regulations and 
the listing requirements of the exchange has sometimes been 
blurred, and understandable confusion has arisen in the minds of 
many corporation officers. The question has even been asked 
whether the commission’s regulations now replace the exchange’s 
own listing agreements. They do not. Compliance with the 
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securities and stock exchange acts is, of course, a prerequisite to 
listing, but the listing requirements of the New York Stock Ex- 
change are separate and distinct from the registration rules of the 
securities and exchange commission. 

I believe that this audience is familiar with the general nature of 
the exchange’s listing requirements and the character of the con- 
siderations which determine the eligibility of a company for list- 
ing. Although there are frequent borderline cases, where the 
decision whether or not to list is a close one, and a careful exami- 
nation of many factors is required in each instance, it is usually 
easier to reach a decision on an application for a new listing than 
to make sure that a company, once listed, continues to make in- 
formation available to the public in such a way as to be of maxi- 
mum benefit to security-holders. 

The formal application filed at the time of listing discloses the 
status of the company up to that date and receives wide publicity. 
The agreements made by the company in its application provide 
for the form of future reports to stockholders and for prompt 
notice to the exchange upon the happening of certain specified 
future events, which may substantially affect the company’s 
listed securities. 

All these provisions are designed to accomplish that primary 
objective of the committee—to insure that listed securities are 
what they are represented to be. But, even with the most 
scrupulous observance of original listing agreements and the 
highest codperation from the corporations, it is difficult to hold the 
objective. Fundamental economic changes occur; unforeseen 
situations arise; previous corporate practices become obsolete; 
and so the character of the information to be made available to 
the public and the form of reports to stockholders must likewise be 
extended and revised. To see that listed securities remain ‘‘as 
advertised’’ during this constant evolution after listing is one of 
the most far-reaching of the committee’s activities. 

For this purpose it has sought the collaboration of the account- 
ing profession, since it is primarily by means of the financial state- 
ments contained in annual and interim reports to stockholders 
that security-holders and the public may be advised of the prog- 
ress of their companies. Formal recognition was given this 
growing relationship when Mr. Hoxsey, executive assistant to the 
committee on stock list, in his address before the American Insti- 
tute of Accountants at Colorado Springs six years ago, suggested 
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the formation of a committee on codperation with the stock ex- 
change by the American Institute. You all know that the Insti- 
tute accepted this invitation and established such a committee 
which has proven of inestimable service to the exchange and to the 
investing public. 

As an example of the progress made through this team-work, 
we can cite the Institute’s recommendation to the New York 
Stock Exchange as to the form of auditor’s certificate to accom- 
pany financial statements contained in annual reports of listed 
companies. My hosts here tonight are, of course, familiar with 
this uniform type of certificate which was suggested by the com- 
mittee on codperation and accepted by the stock exchange in 
1934, and recommended to its listed companies: 


“We have made an examination of the balance-sheet of the 
XYZ Company as at December 31st , and of the statement of 
income and surplus for the year In connection therewith, 
we examined or tested accounting records of the company and 
other supporting evidence and obtained information and explana- 
tions from officers and employees of the company; we also made a 
general review of the accounting methods and of the operating 
and income accounts for the year, but we did not make a detailed 
audit of the transactions. 

‘“‘In our opinion, based upon such examination, the accompany- 
ing balance-sheet and related statement of income and surplus 
fairly present, in accordance with accepted principles of account- 
ing consistently maintained by the company during the year un- 
der review, its position at December 31st , and the results of 
its operations for the year.” 











What an admirable choice of words from the point of view of 
the investor! It calls his attention forcibly to the limitations in 
the scope of the auditor’s examination and to the fact that ac- 
counting is not an exact science. At the same time, it assures him 
that the accounting policies followed have been in accordance 
with accepted principles, and that they have been followed con- 
sistently. It provides for the red-flagging of any change in ac- 
counting policy by disclosure in the form of specific qualifications. 
Our records indicate that this form of uniform auditor’s certificate 
was incorporated in more than 95% of the 1935 annual reports to 
stockholders received by the exchange from its listed American 
corporations (excluding railroads under the supervision of the 
I.C.C. and companies in receivership or reorganization under 
court control). We hope for its hundred per cent. adoption in the 
reports for 1936. 
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The committee on stock list is particularly impressed with the 
responsibility of the auditor to include in his certificate a clear 
statement of the nature of any material change which has been 
made either in accounting principles or in the manner of their ap- 
plication, where such change affects proper comparison of the 
financial statements with those of the prior year. For some time, 
all companies applying for listing have been required to execute an 
agreement not to make any change in depreciation policies or 
rates without notifying the exchange and calling attention to the 
change in the next published report. This agreement has now 
been expanded to read: 

“The corporation will not make any substantial change, nor 
will it permit any subsidiary directly or indirectly controlled by it 
to make any substantial change in accounting methods or in poli- 
cies as to depreciation and depletion or in bases of valuation of 
inventories or other assets, without notifying the exchange and 


disclosing the effect of any such change in its next succeeding in- 
terim and annual report to stockholders.”’ 


There have been many other new developments in the field of 
corporate accounting and reporting, which have come to the at- 
tention of the exchange in recent months. I shall endeavor to 
outline the committee’s views with respect to some of these. 

Since the beginning of 1932, there has been a noticeable trend 
on the part of listed corporations toward capital readjustments 
involving substantial write-downs of fixed and other assets and 
the charging to capital of accrued deficits. When such capital 
readjustments are made with due formality and the approval of 
the stockholders, and are in the nature of voluntary reorganiza- 
tions, certain charges may be justified, even if, after exhausting 
earned surplus, write-offs are made against capital or capital sur- 
plus. When, however, there is no such formal reorganization and 
such write-downs and write-offs are made against capital surplus, 
without first exhausting earned surplus, then the committee feels 
that charges against capital surplus are justifiable only under 
particular conditions, and the burden of their justification rests 
squarely on the corporation and its accounting advisors. 

Whatever legal distinctions and restrictions may exist under the 
laws of our forty-eight states between stated capital and capital 
surplus, from the practical viewpoint of the stockholder, capital 
surplus is essentially a subdivision of the capital account and not 
a subdivision of surplus. Ever since no-par-value stocks became 
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popular, and particularly inasmuch as stated or par values of 
common stocks have little or no relation to market prices or in- 
trinsic values, we have had to think of capital surplus as a part of 
capital. Capital surplus should be kept as inviolate by current 
charges as capital itself. To do otherwise—taking operating 
profits into earnings on one hand and charging off losses directly 
or indirectly to capital on the other—is nothing but the old Ponzi 
game in thin disguise. There is little difference of opinion among 
accountants of standing on this point. Last month, the com- 
mittee on stock list crystallized the views gained from its experi- 
ence with this problem by adopting a new agreement, to be 
executed by corporations as a condition of listing. This new 
agreement reads as follows: 

“The corporation will not use, nor will it permit any subsidiary 
directly or indirectly controlled by it to use, capital surplus, how- 
ever created, to relieve income or earned surplus account of 
charges that should properly be made against one or both of such 
accounts, without notifying the exchange and obtaining the ap- 
proval of its stockholders.” 

This makes sure that the stockholders and the exchange shall 
have an opportunity to consider the propriety of any such plans, 
but we must rely upon the accounting profession to see that the 
fundamental principle involved is faithfully and intelligently ap- 
plied to the perplexing individual cases which arise in daily 
practice. 

This year’s federal income-tax legislation, particularly those 
sections relating to the surtax on undistributed profits, has al- 
ready raised certain listing and accounting problems and many 
more will undoubtedly come up before the end of the year. 
Shortly after this tax was enacted into law, the exchange addressed 
a circular letter to its listed corporations, calling their attention to 
their listing agreements to publish interim earnings statements on 
the same basis of consolidation as in the annual report, showing 
earnings after estimated allowances for depreciation, depletion, 
interest and income taxes. Our circular letter stated that the 
stock list committee would consider interim reports in full com- 
pliance with this agreement, if earnings were shown before pro- 
vision for the new surtax on undistributed profits, in view of the 
difficulties in estimating the amount of such profits which might 
remain undistributed at the end of the year. We requested, 
however, that, if the earnings reported to stockholders were 
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calculated without allowance for the tax on undistributed in- 
come, this fact be clearly disclosed. Until some definite uniform 
practice is adopted, the committee feels that each published 
interim statement should clearly indicate whether the earnings 
reported are before or after allowance for this new surtax. 

Early this year it came to the attention of the exchange that 
several oil companies were changing their methods of accounting 
for intangible drilling costs. The general trend was away from 
the practice of treating such intangible drilling costs as an expense 
(charged against current earnings) to that of capitalizing and 
thereafter amortizing such costs. The effect of this change-over 
on earnings reported to stockholders by important producing 
companies is in many cases substantial. Unless fully explained it 
makes comparisons between the earnings for different years of one 
company difficult, and also makes comparisons between the earn- 
ings for the same year of different companies, following different 
methods, impossible or extremely complicated. 

To secure publication of their reports on a more comparable 
basis, the committee, in February of this year, addressed a letter 
to listed oil companies asking them to show in an appropriate 
place, directly in relation to the income account contained in their 
1935 annual reports, information as to the following points: First, 
whether it was the company’s practice to charge intangible drill- 
ing costs to expense or to capitalize them; second, in case the 
company’s practice was to capitalize the costs, then the date 
when such practice began and the basis of the amortization em- 
ployed; and third, whether (in case a company had changed from 
the expense method to the capitalization method) it capitalized 
the intangible drilling costs appertaining to producing wells and 
costs incurred prior to the change. 

The committee further suggested that future annual reports 
should indicate the method followed, and that if any change oc- 
curred a clear description of the nature of the change should be 
given. 

The exchange is interested in the present efforts of the Natural 
Business Year Council organized by representatives of the Ameri- 
can Institute of Accountants, National Association of Credit Men 
and others to secure a more general adoption by corporations of a 
fiscal and accounting period which fits the seasonal current of 
their business. Although some groups, such as the department 
stores, have for some time used the fiscal year that is natural to 
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their industry, and other important companies have recently fol- 
lowed suit, the great majority of our listed corporations still use 
the calendar year, whether or not it is appropriate to the cyclical 
flow of their operations. 

The exchange is not primarily interested in the advantages 
which the natural business year may bring to accountants and 
corporations in the way of savings and operating efficiencies. It 
is deeply interested in two practical advantages which its general 
adoption should bring to stockholders and the investing public. 
In the first place, annual reports prepared on the basis of a natural 
fiscal year should be more accurate and contain less factors of esti- 
mate, since the accounts are prepared and audited at the time that 
the company’s turnover is at its lowest ebb and its open trans- 
actions are at a minimum. Second, its general adoption should 
permit the publication of reports to stockholders at a considerably 
earlier date after the close of the fiscal period, since the independ- 
ent accountants would be in a position to spread the great volume 
of work, now concentrated around December 31st, over the full 
year. 

Any practical policy of this nature which aims at more informa- 
tive and prompt reports to stockholders can be sure of the support 
and sympathy of the committee on stock list. 

Although this discussion has been confined primarily to the 
activities of the exchange with respect to accounting matters, it 
would not be fitting to conclude without a reference to its work in 
other fields of corporate affairs. Listing questions involving 
matters such as charter and by-law provisions, the rights and 
preferences of preferred stocks, voting rights, mortgage or trust 
indenture provisions, the practice of companies dealing in their 
own securities and the rights of minority stockholders in mergers 
or reorganizations are examples of the range of the committee’s 
other activities. 

All that I have said with respect to accounting and other prob- 
lems leads up to one suggestion that I now wish to propose for 
the consideration of this group and all members of the accounting 
profession who have a say in the preparation and audit of the 
financial statements contained in annual reports to the stock- 
holders of listed corporations. Let us make such reports as sim- 
ple and understandable as possible. 

Representatives of the accounting profession have spared no 
effort in recent years to point out to the public the fundamental 
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limitations of the art of accountancy. In so doing they have al- 
ready performed a great public service, although much more edu- 
cational work must be done before the small investor and even 
some professional investment advisors fully appreciate these limi- 
tations. The more one sees of the practical problems which con- 
front the accountant in his attempt to translate the results of all 
types of activities into an uncommon denominator of dollars and 
cents of different values, the more one is impressed by the diffi- 
culties of his task and his dependence upon sound judgment and 
common sense. It seems almost cruel to suggest that the ac- 
countant simplify the result of his complicated work, which is so 
difficult of simplification. 

There is no doubt, however, that steps can be taken in this di- 
rection. For example, there is no need for the inclusion in annual 
reports to stockholders of all the varied schedules, breakdowns 
and voluminous footnotes which are customarily found in the 
form 10 and form 10K registration statements filed pursuant to 
the securities exchange act of 1934. Of course, if any one of these 
schedules or footnotes is, in the case of the particular company 
examined by the accountant, significant and essential to a fair 
presentation of its reported financial condition and earnings, it 
should be included. But when this voluminous detail is not es- 
sential, its inclusion in the printed annual reports to stockholders 
tends only to obscure the vital items of the income account and 
balance-sheet and to discourage the investor from attempting to 
follow the progress of his company. 

The committee on stock list expects that the financial state- 
ments in the annual reports of listed companies will show the same 
detail as those contained in the listing application, with separate 
disclosure of the usual key items and any item of an unusual or 
non-recurrent nature. It does not expect them to be cluttered up 
with extraneous non-essential data. Let us hope that the ac- 
countants can show the way away from complicated statistics 
towards clear, informative and simple reports to stockholders. 
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The Accountant’s Report * 
By D. B. PETER 


Perhaps the best way to drive home the importance of the 
report—for it is of great importance—is to place yourself in the 
position of the client who receives it. What does he think of it? 
Is it written in a manner which will arrest, and hold, his atten- 
tion, or is it a humdrum affair which he feels compelled to read 
only from a sense of duty before relegating it to the files? Too 
many reports are of the latter kind and in this the practising 
accountant does himself a great injustice, if not actual harm. 

When you stop to consider the matter, do you realize that, gen- 
erally speaking, the only thing which your client receives from 
you is your report? While preparing your report, do you bear 
this fact clearly in mind? Do you also bear in mind that your 
client will be apt to form his opinion of your professional ability 
solely on the basis of your report? In a great many cases, your 
report reaches the hands of officers who have not had occasion to 
watch you at work. They know nothing of the long, hard hours 
of honest effort you have expended before you are in a position to 
present your findings. All your work—in fact, all your profes- 
sional experience—is concentrated in your report, and if your 
report is poorly presented or awkwardly expressed or loosely 
constructed or full of grammatical errors, how can the client feel 
otherwise than that all your work is equally poor or mediocre? 
The client may easily say to himself while reading your report, 
‘“‘ And I pay real money for this stuff.’’ Not only is your prestige 
damaged by such a thought, but the entire accounting profession 
is damaged. Professional men are expected to turn out profes- 
sional work. The word ‘‘profession”’ is defined as “‘a calling in 
which one professes to have acquired some special knowledge.” 
Surely the presentation of facts in an understandable manner— 
and their expression in good English—are expected of the pro- 
fessional accountant. 

There is no conventional form of report. There can be no 
conventional form, for the simple reason that no two men can 
write the same kind of report covering the same matter. It is 
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true that certain methods of presentation are followed but, beyond 
this, the professional accountant’s report must be individualistic. 
I do not believe that a good report can be written by any one who 
has not been on the job and absorbed some of the local atmos- 
phere. At the same time, I fully realize that one may be so close 
to a job as to lose a proper perspective. After a troublesome as- 
signment in the course of which some heated arguments have 
taken place, the accountant is almost certain to inject some 
venom into his report. In such a case the draft report should be 
reviewed by some one who has not been engaged on the work. 
In this way, comments tending to the brusque side will be noted 
and toned down, and possibly some rearrangement suggested 
which will improve the general tone of the whole report. I am 
quite sure many of you have re-read reports in summer which you 
wrote in winter and have wondered why you expressed yourselves 
as youdid. Insome cases, of course—too many, alas—the report 
was written under pressure. Nevertheless, much can be gained 
from a review of your own reports, supplemented, where possible, 
by a review of the reports of others. 

Reports may be classed in a number of ways, depending upon 
the purpose for which the work is undertaken. Most of you will 
be interested, I assume, in the type of report which is rendered 
covering an annual examination. I believe a discussion of such a 
report under the following headings may be of value, viz.: 

(a) Presentation. 

(b) Expression. 

(c) Construction of sentences. 
(d) Grammar. 

(e) Punctuation. 

(f) Technical points. 


PRESENTATION 


By “‘presentation’’ is meant the general appearance and ar- 
rangement of the report and financial statements which accom- 
pany it. The stenographers play quite an important part, as a 
job which is poorly typed and badly spaced looks very unprofes- 
sional. A good stenographer will look over the entire draft before 
proceeding with the work while a poor one is apt to go ahead 
without regard to spacing. You probably are familiar with 
reports containing text on only one-half of a page, the continuity 
of the report being broken so as to use the following page for some 


283 








The Journal of Accountancy 








financial tabulation. Frequently the tabulation could better be 
presented as an additional exhibit. In fact, whole pages of figures 
in the body of a report are usually more tiring to a client than of 
value tohim. Tabulations of financial data in comparative form 
are usually of considerable interest to a client, but if used in the 
body of the report these tabulations should be presented in sum- 
marized form. If details are wanted they are available in the 
financial statements accompanying the report. In regard to 
comparative statements of earnings, it is much better to tabulate 
the figures and to tabulate the percentages in separate and distinct 
sections than to run them together. Clarity and brevity should 
be the goal. Ifa reader has to ‘‘audit your audit’’ before obtain- 
ing the information he seeks, your report is not a good one. 
These comments fall under the heading of ‘‘technical points”’ 
(which are discussed later) but they are mentioned at this time 
as it is felt they are of great importance. 

With regard to the sequence of a report, it is customary to 
follow along these lines, viz.: 


(a) Introductory. 

(b) Scope of examination. 

(c) Discussion of results of operations. 

(d) Discussion of balance-sheet. 

(e) Suggestions for improvement in accounting system. 
(f) Closing. 


Each of these subdivisions could well be discussed at length 
with advantage to all of us. Many of you undoubtedly have 
very decided opinions as to the sequence of these subdivisions. 
As I have already said, no two men would write the same report 
about the same matter. I would suggest, however, that you 
make every effort to put yourself in the client’s place and then 
decide what you would want to know about your business. Cer- 
tainly any happening of importance should have a prominent 
place in the report. It should not be buried. Usually the 
important happening is whether the business has been operated 
ataprofit orataloss. It would seem, therefore, that a discussion 
of the results of operations is entitled to a place early in the report. 
Likewise, important changes in the financial condition should be 
discussed. This does not mean, however, that each item appear- 
ing in the balance-sheet should be commented upon under a 
separate caption. In a number of cases, your comments can 
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only be fragmentary. An entire page of captions containing 
only a line or so of text under each caption looks very unwork- 
manlike. 

I believe most accountants now-a-days feel it necessary to set 
out in their reports the scope of their examination. It seems to 
me this is better placed early in the report than ‘tagged on”’ at 
the end. After all, the scope of the examination is really of 
considerable importance from the accountant’s viewpoint. You 
will find, however, it is hard to express what you want to say. 
The difficulty seems to lie in the fact that the layman still thinks 
an audit comprises a check of every transaction and that an 
auditor should be able to detect any kind of irregularity in the 
accounts, particularly in cash. You can talk to a client about 
test-checking as much as you wish, but only in rare cases will you 
be able to make him understand that there are limitations to your 
responsibility. Just recall defalcations which have occurred in 
the course of your own experience. Once the defalcation has 
been brought to light, the whole procedure appears very plain to 
the client. No matter how cleverly things have been covered up, 
the client is firmly convinced that the irregularity should have 
been easily detected. He feels abused, of course, but he also feels 
you should have been more alert. He overlooks the fact that he 
has been constantly hammering at you to reduce your work and 
thus reduce the fee, and that you have done your best to meet 
the situation. In fact, he probably takes the attitude that you 
had no right to allow him to dictate to you the work which should 
be done. An irrational stand, of course, but just what does 
happen. You see, the client still has the old-fashioned idea of an 
‘‘audit’’ in his head. Accountants have attempted to overcome 
this situation by using the word ‘‘examination”’ in place of 
“audit,” and the new form of “‘certificate’’ contains the phraseol- 
ogy ‘‘. . . but we did not make a detailed audit of the transac- 
tions.” However, too much reliance must not be placed on this 
statement. The accountant should be on record either in a letter, 
or in the report, as to the extent of the work he has done. The 
accountant is surely in a strong position if he is on record with the 
client that the work he has performed has been restricted to 
certain test-checks, and that, while transactions coming to his 
attention have been found to be in order, it does not necessarily 
follow that all of the recorded transactions are in order. Further, 
the accountant might well go on to state that the detection of 
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irregularities falls directly upon the client’s own accounting 
organization. Do not overlook the word ‘‘recorded’’ as there 
may easily be transactions which are not recorded. 

In making suggestions for improvement in the accounting 
system, it is well to bear in mind the probable effect of your report 
upon readers other than your immediate client. Remember that 
once your report is issued it becomes, so far as you are concerned, 
a public document. It may fall into the hands of disgruntled 
stockholders, and they would be quick to seize upon seeming 
flaws in management. They would proceed to magnify and 
twist your comments to suit their own ends. Such matters 
would better be covered in a letter to the client, and reference 
to this letter should be contained in the report. Be sure, however, 
you areonrecord. At the same time, do not lose sight of the fact 
that the client is in business to make profit and not primarily to 
keep books as the auditor thinks they should be kept. Some 
accountants are apt to overlook this and glibly make recom- 
mendations which could only result in expense to the client out of 
all proportion to the benefits to be obtained. I am sure many of 
you have met the client who looks upon his accounting staff as 
‘‘dead”’ expense. 

In regard to the closing of the report, there are differences of 
opinion as to whether or not the accountant should ‘“‘express 
appreciation of the codperation, etc. extended to him throughout 
the course of his examination.”” This point will always be one for 
argument. Personally, I believe the client usually appreciates 
such an expression. There are certain occasions, of course, when 
such comments are definitely called for as, for instance, when 
some special investigation has been carried out at a point where 
the authority of your client is not recognized. 


EXPRESSION 


’ 


The “‘expression’’ of the report was mentioned. By this is 
meant the style in which it is written. This may be conventional 
or individualistic, in poor or in good English. Sometimes I feel 
we accountants, as a class, are too conventional. Asa result, our 
reports are not nearly as interestingly written as they could be. 
I think a man should express himself in his own style. I do not 
see how he can write a good report otherwise. I do not mean, of 
course, he need go to extremes, but the use of conventional phrases 
‘“‘cramps”’ anyone’s style. 
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CONSTRUCTION OF SENTENCES 


A common fault seems to be to make sentences unduly lengthy. 
I am sure many of you have seen some sentences a paragraph 
long. Ina sentence of this length, two, or even three, thoughts 
may easily occur. A sure cure for this failing is to be called upon 
to read your report before some meeting. Not only are you hard 
put-to-it to carry the proper inflection through a long-winded 
sentence, but you usually run out of breath. Consider this one: 
‘‘We expected to examine securities on hand on the morning of 
June 15, 1935, but since it is not the company’s custom to remove 
securities from the safe deposit vault on Saturdays they were not 
in the office and we were unable on that date to obtain access to 
the safe deposit boxes owing to the absence from the company’s 
office of officers with authority to open them.’”’ Another common 
fault is to set out qualifying phrases in the wrong place. For 
instance— 


‘The uncollected assessments at August 31, 1935, as shown 
by the records in the amount of $ 





‘In the amount”’ is wrongly placed. Some of these errors are 
quite as good as that mentioned in an old school book— 


‘Piano for sale by lady about to cross the channel with 
wooden legs.” 


GRAMMAR 


Mistakes are frequently made in grammar. Tenses are mixed. 
‘“Ands”’ and ‘‘buts’’ are used indiscriminately, and words are 
wrongly used or poorly chosen. For example, ‘‘Employees 
handling funds,’’ ‘‘The minute book could not be located,’”’ ‘‘a 
resulting balance,’’ ‘‘The managers were contacted,” “‘ Write-off 
of bad debts.’”” Another favorite error is to use the word “ paid”’ 
when collected is meant. The double ‘“‘that’’ is also frequently 
used, viz., ‘‘That the suggestion has been made that.’’ Many of 
these errors would be detected if a careful re-reading of the typed 
report were made. With the typed report, you have a clean 
‘‘job”’ before you and such crudities seem to stand out. The 
fault, however, lies in the manner in which the draft report is 
prepared. As a rule, insufficient care is given to it. To make 
corrections on a final typed report is a serious matter. It might 
easily happen that several pages of the report have to be retyped 
—a happening not calculated to make one popular with the 
stenographic department, particularly during the busy season. 
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Punctuation is another common source of error. You are all 
familiar with the comma ‘“‘hound.’”’ He uses commas indis- 
criminately—so many to each page. Then there is the comma 
‘“‘saver.’’ He never uses them. Now the use of commas, and 
other forms of punctuation, is very important. Certainly a 
professional man is expected to punctuate properly. 


TECHNICAL POINTS 


This brings me to the last matter to be discussed, viz., technical 


points. Among other matters which should be noted, are the 
following: 


1. Spacing of headings of exhibits. 

2. Folding of exhibits. 

3. Ruling of exhibits and report. 

4. Notation on exhibits of the state of incorporation of the 

company. 

5. Method of showing deficit. 

6. Cents in describing round numbers. 

7. Use of commas in dates. 

8. Position of footnotes. 

9. Exhibit cross references. 
10. Official position of officers and employees mentioned in 


report. 


A number of the above items, such as the spacing and ruling, 
have to do with the stenographic department. Nevertheless, it is 
important that the accountant should check such details before 
his report leaves his office. Perhaps the most important item 
mentioned is the position of footnotes on financial statements. 
It is well to place these above the totals so as to prevent their 
being cut from off the statements. Sometimes it is of the greatest 
importance that a financial statement be read in conjunction with 
the report. Certainly in such a case the note ‘‘ Accompanying 
Wepertee ............ ” or “Subject to the comments contained 
im veport dated ............ .’ should be typed where it can not 
be removed. 

A word of caution regarding cross-references is in order. The 
description of an item in an exhibit wherein it originally appears 
should be the description used in referring to that item elsewhere 
in the report. For example, a discussion of ‘‘net profit’’ may be 
set out in the body of the report, but the figures used may be 
those described in the profit-and-loss exhibit as ‘profit from 
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operations.’”’ In this case, the error lies in the description used 
in the report. Again, the profit-and-loss exhibit may describe 
the final figure as ‘“‘net profit for the year ending a 
while the balance-sheet describes the item as “‘ profit for year.”’ 

Just a word concerning the use of personal names in the report. 
Always remember that the reason reference is made in your report 
to John Smith or William Jones is not that they were so christened 
but that they happened to occupy the position of treasurer or 
purchasing agent, etc., at that particular time. The official 
position should always be stated. The names of the incumbents 
are incidental. 

In conclusion, here are a few ‘‘don’ts”’ which are worth keeping 
in mind: 


1. Don’t feel your efforts are wasted even if most of your 
draft is consigned to the waste basket. 

2. Don’t tire when half-way through your report. 

3. Don’t rely upon some one else to detect your errors or to 
check figures you use. 

4. Don’t rely upon the stenographers to fill in commas, ex- 
hibit numbers, etc. 

5. Don’t impose upon the stenographers by sending them 
drafts which are illegible. Write clearly. 

6. Don’t feel you are through with a job once the report 
leaves your office. Review your reports in your avail- 
able time. 
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Indirect Costs Directly Applied 
By W. R. GALT DUANE 


The necessity for close and accurate computation of the cost of 
production in manufacturing concerns is becoming more pressing 
every day. Keen competition, uncertain market conditions both 
for raw materials and finished products, labor unrest and unusual 
political situations make careful cost analysis of paramount im- 
portance and this of course brings up the old problem of the proper 
distribution of indirect expense or overhead. 

The various methods now employed for computing cost of 
production contemplate: (1) the direct application of prime costs 
(material and labor) to individual contracts or jobs; (2) the 


prorating of indirect costs to the various jobs on some basis 
such as: 


. A percentage of direct labor cost. 

. A percentage of direct labor time. 

. A percentage of material cost or quantity. 
. A percentage of prime costs. 

. A percentage of machine costs or time. 


mn WwW NHN 


Each of the first four bases has proved unsatisfactory and in- 
accurate in various situations involving, in the case of different 
jobs, conditions that are not similar in respect to type of labor, 
bulk or cost of materials, time, proportion of factory facilities 
used, etc. 

The machine method, which distributes indirect expenses on 
the basis of the time each individual machine contributes toward 
a given product, including such items as the depreciation of the 
machine, rental for the space it occupies, etc., gives a more ac- 
curate picture and fairer estimate of the indirect costs involved, 
but even this method is not entirely satisfactory. Its chief 
advantage results from the translation of many of the indirect 
costs into direct charges applicable to the job in question. It is 
often unsatisfactory because, even under the best conditions, it 
leaves certain overhead expenses not distributed, and because 
it is not appropriate in cases where a substantial portion of the 
work of production is done by hand. Under the latter condition 
it puts too much of the indirect cost burden on machines when a 
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certain proportion should be based on labor, on the small tools 
used and on the bench space occupied. 

The method hereafter described seeks to apply all indirect 
costs as direct charges to the several production jobs. In order 
to accomplish this it is necessary to find some common denomina- 
tor to be used in dividing the total indirect costs into appropriate 
detailed charges. Since all indirect costs, whether they relate to 
original outlay, consumption of power, wear and tear of equip- 
ment, etc., may be computed in terms of time, the most convenient 
and practical basis of calculation is rental. In other words, every 
production job is considered as a consumer, renting certain factory 
space and the use of certain machinery and facilities for definite 
periods of time. 


I. CALCULATION OF CosT FOR OPERATING UNITS 


The first step in carrying out this conception is to divide the 
factory into artificial units, each of which represents a definite step 
in the process of manufacture. A unit may consist of: one 
machine with its equipment and operators; a number of similar 
machines; or a homogeneous group of hand workers with their 
benches, tools etc.—in short a single entity in the factory that 
can not be subdivided into smaller units of different classifica- 
tion. 

Each of these units is charged with a portion of the factory 
floor space that it occupies measured in square feet. This space 
includes, not only the actual area covered by the machine, 
benches etc., but the necessary surrounding floor space for the 
workers. The remaining idle area and aisle space in the factory 
is assigned to the various units pro rata. The cost of operation 
of the different units is then computed as follows: 


1. Cost of Space Occupied by Units 


Each unit is charged a regular rental for the number of square 
feet of floor space that it includes on the above basis. The 
amount of this rental is based on the total operating cost of the 
building reduced to a rate per hour per square foot. Depreciation 
and maintenance of the building, taxes, interest on the mortgage, 
general charges for light and heat, wages of the superintendent and 
watchmen and all other charges directly applicable to the building 
per se are considered in determining the hourly rental per square 
foot. In practice, the rental rate is found by dividing the aggre- 
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gate of the costs of the building per annum by the number of 
working hours per annum at full-time production. 


2. Cost of Contents of Units 


Everything of value contained in and contributing to a certain 
unit is charged to that unit at a regular rate of rental per hour. 
Like the rental of space, this rental of facilities includes various 
specific charges for depreciation, maintenance and replacement, 
power, supplies, wages of operators of machines, and all other 
charges directly applicable to the equipment contained in the unit, 
and it is likewise based on the number of working hours per 
annum at full-time production. 


3. Cost of Specific Labor in Units 


A further charge is made for all labor that is habitually and 
exclusively employed in a particular unit and can therefore be 
consistently applied as a cost of operation of that unit. This 
may include, for example, the foreman’s wages or that proportion 
of his time regularly devoted to the unit in question. 

The sum of these factors for a given unit, namely, rental of 
space, rental of facilities and specific labor, is the rate-per-hour 
cost of operating that unit. 


II. APPLICATION OF RATES FOR INDIRECT CostTs 


Every contract or job order is routed through the factory and 
is charged for the number of hours that it requires from each unit 
through which it passes, on the basis of the rate per hour for that 
unit. The sum of these charges added to the prime costs of (1) 
materials and (2) direct labor (not already specifically applied and 
charged for in individual units as described above) should total 
the cost of production for that order. 

Idle time is considered to be part of an unproductive job called 
‘idle job,” and it is calculated in the same way as any other job, 
being the sum of the idle hours of the various units during the 
month multiplied by their respective rates; it is then added to the 
idle-labor charge for the month. The rates for this account in 
the various units are slightly different from those for productive 
jobs on account of the necessity for different rates of depreciation, 
power consumption etc. when machinery is not running. 

In the idle time computations, allowance should be made for 
the fact that certain machines may be designed for use only a few 
hours a day under full-time working conditions. Since, however, 
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the rate of rental of the units is based on the number of working 
hours per year, each working day contains fewer hours, the rest of 
the day being considered as coming under the same category as 
hours during nights or holidays. 

The cost of the ‘‘idle job”’ account, carried as a separate item 
for comparison from month to month, is an extremely useful index 
of inefficiency in the management and operation of the company, 
and it may prove invaluable in determining future policies. 

Overtime work necessitates the application of slightly different 
rates for the various units in respect to depreciation, etc. For 
instance, the depreciation for twenty-four hours on the building 
proper has already been accounted for by the full-time working 
day. Special depreciation resulting from vibration of machinery 
normally idle in the overtime period and for such items as electric 
light bulbs, whose life is shortened by overtime use, must be 
considered in calculating the overtime rate. Careful analysis of 
all the factors used in computing the regular rate for a given unit 
should make it fairly easy to calculate the special rate per hour 
for overtime. Incidentally, overtime work generally affects the 
prime costs as well as the indirect costs because of higher rates 
for overtime labor. 


In the method described above, provision has been made for 
the distribution of indirect or “‘overhead”’ costs by applying them 
as direct charges to various artificial departments or units. It 
has been shown how this application would be effected in the case 
of a factory. The system is similarly employed in the more 
indirect phases of manufacture, for example in the power plant. 
As in the case of the factory, the power plant is divided into 
artificial units, each with a cost of operation at a certain rate per 
hour. The different buildings, machines, etc., to whose func- 
tioning the power plant contributes, are charged with these costs 
in the same manner as that in which the job orders are charged 
with the factory costs. In like manner the system is applied to 
store rooms, handling facilities (cranes, conveyors, trucks etc.), 
wrapping or packing departments and all other elements that 
contribute to the process of manufacture. In this way all costs of 
production are applied as direct charges in determining the cost 
of goods produced. 

In practice, the total actual indirect costs may be found to 
aggregate slightly more than the sum of the charges to the various 
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jobs, including the ‘“‘idle job.”’ If careful analysis fails to reveal 
the cause of this shortage, and the difference is small, the amount 
may be prorated among the various jobs as a supplementary 
charge on the basis of the percentage of the known charges already 
applied to those jobs under this method. 

In practical application, the method is quite simple. Once 
the composition of the various units and the rate of cost of their 
operation has been carefully and accurately determined, the 
system should work automatically. I suggest the following 
procedure: 

For each job, an individual cost sheet is prepared. The upper 
part of this cost sheet is a requisition for materials needed and is 
made in duplicate. The carbon copy of this requisition is de- 
tached and sent to the storeroom as long before the materials are 
required as possible in order that the storekeeper may be prepared 
to supply them when needed. As work on the job begins and 
progresses through the various phases of production, the cost sheet 
is stamped with the times, in and out, for each unit through which 
the order passes. The time is similarly stamped for labor 
charges by the foreman or other designated person. At the end 
of each day, the individual cost sheets are turned in at the factory 
office so that progress may be checked, if necessary, and the fol- 
lowing morning they are redistributed to the proper units. Upon 
completion of a job, the cost sheet is delivered to the cost-ac- 
counting department where the various rates are filled in, the 
costs extended and footed, and the totals posted to the cost 
ledger. 

Each unit also has its own cost sheet. On this, the times in 
and out for each job are stamped in the appropriate column each 
day, as is the idle time. In addition the times in and out for the 
workmen regularly attached to that unit (cost of specific labor), 
the number of hours machinery is in use (which affects power 
consumption) and any special comments are filled in by the 
foreman. The amount of detail entered on the sheet depends 
upon the operations of the company in question. 

This suggested system of cost sheets, accompanying and record- 
ing the jobs as they progress through the various units of the 
factory, is based upon the assumption that the jobs proceed from 
one process to the next in regular steps until their final completion. 
In some classes of manufacture, however, different processes in a 
certain job are carried on simultaneously. In this case it may be 
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necessary to have several cost sheets, each recording one of the 
processes up to the point where they can be combined in one 
total. 

Under some conditions it may be possible to simplify the 
procedure. When certain portions of the indirect costs, com- 
puted as above, are known to remain constant, they may be 
applied to subsequent jobs by direct computation in the cost- 
accounting department, eliminating certain steps in the job-order 
cost-sheet or even dispensing with its use entirely. For example, 
in a factory manufacturing candies, the cost of one product, such 
as chocolate peppermints, is determined by analysis through the 
use of job-order cost-sheets as outlined. Thereafter, the cost 
per pound, as far as indirect expenses are concerned, is a constant, 
to be charged to all future orders as long as general conditions in 
the plant remain the same, the only variable quantity being 
the prime costs of materials and labor. The cost per pound of 
other products, such as caramels, in whose manufacture different 
machines or processes are used, may be similarly determined. 
Combination, in the proper proportion, of the cost of manufacture 
for different types of candy gives the cost per pound for assorted 
bonbons. All these costs, if accurately computed, will remain 
constant as long as conditions of manufacture are unchanged and 
need not be recalculated for individual job orders. In many 
other types of manufacture this situation will obtain, either wholly 
or in part, but even in the classes of production that necessitate 
separate calculations for every job, the system will prove both a 
simple and efficient method of obtaining accurate cost figures, 
with the result that manufacturers who use it may readily deter- 
mine in what cases production may be profitably undertaken and 
continued in their particular plant and what items may be more 
economically purchased elsewhere. 

In a short article of this type it is impossible to give more than 
a brief outline showing the general theory of this method of 
simplifying the difficult problem of indirect cost application. It 
may be readily seen, however, that the system has many advan- 
tages over methods commonly employed. 
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Students’ Department 
H. P. BAUMANN, Editor 
AMERICAN INSTITUTE EXAMINATIONS 
{NotTE.—The fact that these answers appear in THE JOURNAL OF ACCOUNT- 
ANCY should not cause the reader to assume that they are the official answers 


of the board of examiners. They represent merely the opinions of the editor 
of the Students’ Department.] 


EXAMINATION IN ACCOUNTING THEORY AND PRACTICE—Part II 
May 15, 1936, 1:30 P. M. to 6:30 P. M. 


Solv2 problems 1 to 6 and problem 7 or 8. 
No. 6 (12 points): 

A, B, C and D are partners in the manufacturing and selling of a patent in- 
vented by D. A lent the partnership $50,000 as his contribution to the organ- 
ization and took a note for the amount. B was an experienced machinist and 
furnished the use of his complete machine shop, valued at $50,000, for the man- 
ufacture of the article exclusively, together with expert supervision. C gave 
his services as sales manager to create and perfect the partnership’s selling 
organization. D turned in his patent at an agreed value of $50,000 as his con- 
tribution to the partnership's capital. Each partner was to receive one fourth 
of the profits. The profits in the first year were $60,000; in the second year 
$80,000; in the third year $120,000. At the end of the third year the whole 
business was sold for $500,000 cash. A’s note had been paid and the drawings 
had been: A, $50,000; B, $60,000; C, $50,000; D, $20,000. 

Prepare a statement showing the proper disposition and division of all profits. 
No consideration need be given to anything not specifically mentioned in the 
problem. Give the reasons for your allocations to the individual partners. 
Solution: 

The following solution is based upon the assumption that the only asset 
turned in to the partnership was the patent (valued at $50,000) belonging to 
D. The machine shop belonging to B was not contributed—only its use was 
furnished. The advance of A wasa loan—not a capital contribution. Hence, 
it will be seen in the following statement that the net worth of the partnership 
at the time of its sale for $500,000 was: 











ee | a era $ 50,000 
Profits: 
A en ee Tree err Tr $60,000 
DEAE 2 oh Shri Mian aiae ise ciate sao ean Datars ou ae ee 80,000 
SEO CAL 65S SS ie SA Hrd ds OR says BSI LOWES ee 120,000 260,000 
AN eres canis oe skys 3: te Avis EE § Se SE. SIORDERODAM $310,000 
Less drawings: 
a aceitas awictewwaed ok vnbreunses bartew hc eeIeeee $50,000 
Dh Sata atk bE amie S ede Ae ea eRe 60,000 
Reta e cine eta ea Cas SA ane hows See mieeere aN 50,000 
Bird odin evin baathe dda ddeosiets mkacudeweeoan 20,000 180,000 
Net worth of partnership at time of sale......... $130,000 
The resulting profit was, therefore, ($500,000 — $130,000) $370,000 
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As the profit-and-loss sharing ratio of the partners was one fourth each, the 
individual partners should be credited with (25% of $370,000) $92,500. 
A, B, C, AND D, PARTNERS 
Statement of Disposition of Profits 
Capital accounts 


— 








Net 

A B Cc D worth 

Opening capital......... $ 50,000 $ 50,000 
Profits: 

PWS VEO cos cckiv een $ 15,000 $ 15,000 $ 15,000 $ 15,000 $ 60,000 

S€CONG YEar... cece 0: 20,000 20,000 20,000 20,000 80,000 

WRG YOAL << ocd 30,000 30,000 30,000 30,000 120,000 

Otale Ssies oes ee $ 65,000 $ 65,000 $ 65,000 $115,000 $310,000 

Less withdrawals........ 50,000 60,000 50,000 20,000 180,000 





Balance at date of sale.... $ 15,000 $ 5,000 $ 15,000 $ 95,000 $130,000 
Profit on sale........... 92,500 92,500 92,500 92,500 370,000 





Balance after sale, showing 
disposition of cash re- 


eee er TTT $107,500 $197,500 $107,500 $187,500 $500,000 








No. 7 (6 points): 

An amusement park, operating during the summer months only, sells tickets 
to the public, good for admission to its various concessions. The tickets are 
not redeemable in cash but at any time after purchase may be used for admis- 
sion to the concession and are honored even in the following season. 

In making an audit of this amusement park at the end of its season you find 
that several hundred dollars’ worth of these tickets has not yet been turned in 
and is apparently outstanding in the hands of the public. 

How would you show this condition on the balance-sheet of the company? 


Solution: 

In considering the treatment of this condition on the balance-sheet, three 
questions arise: 

1. Should it appear on the balance-sheet? 
2. In what amount should it appear? 
3. Where should it appear? 

1. Clearly, the outstanding tickets represent an obligation of the company 
to furnish certain services when presented at the various concessions. The only 
excuse for not mentioning them on the balance-sheet would be the possibility 
of their not being presented or the fact that their total amount was insig- 
nificant in comparison with net income and net assets. 

2. In order to ascertain the amount, the auditor should review the past 
experience in receiving tickets sold in the preceding year, for if it is decided to 
show this matter on the balance-sheet the figure used should be an estimate of 


the tickets expected to be redeemed rather than the total amount of tickets 
outstanding. 
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3. The amount determined should then be shown as a deferred income item, 
apart from the current liabilities. Inasmuch as the tickets are not redeemable 
in cash and only in services, it is permissible and advisable to show this amount 
as deferred income, much as a publishing company would show unearned 
magazine subscription income, etc. 

No. 8 (6 points): 

A loan is made with the proviso that on each interest date a payment shall be 
made on account of principal equal in amount to the amount of interest then 
paid, this arrangement to continue until the principal is reduced to approxi- 
mately one half of the original loan, when a new arrangement will be made. 


(1) Show by formula the number of payments required under the first ar- 
rangement. 


(2) How many payments would be required to pay off the entire loan under 
the first arrangement? Give formula. 
Solution: 
1. Let x=amount of loan. 
1=interest rate. 
n=number of payments required to pay loan to balance of approxi- 
mately .5x. 

Since the principal payments are to be equal to the interest payments, if we 
regard the balance of principal at any interest date as 1, the payment on princi- 
pal will be equal to z, and the balance of principal remaining will be (1—12). 
Thus the balance of the loan after the first payment will be x(1—7z), and after 
the second payment x(1—7) (1-72), or x(1—7)?. Similarly, the balance after 
the nth payment would be x(1—7)"; accordingly, the formula may be expressed 
as follows: 

Or x(1—12)"=.5x 


(1—1)"=.5 
This formula may be solved for by the use of logarithms; that is, 
_ Log .5 
~ Log (1-4) 


2. It would not be possible to pay off the loan by such payments (unless the 
rate of interest were 100%), because the payments would always be a percent- 
age of the balance, and there would always be an unpaid percentage of the 
balance remaining. 


MINORITY INTERESTS IN CONSOLIDATED STATEMENTS 
Editor, THE JOURNAL OF ACCOUNTANCY. 

Sir: Will someone of your staff be so kind as to give us the best possible solu- 
tion of the attached problem? 

I feel this problem would be of interest to many students, as it has been for 
many of us in Montreal, and we would certainly appreciate its publication and 
solution in THE JOURNAL OF ACCOUNTANCY at your convenience. 

Yours truly, 
A.D, 
Montreal, Canada 
Assets and liabilities of A, B, C are given as at December 31, 1928. 
A =Holding company. 
B =Subsidiary co.; 100% common and 50% preferred held by A. 
C = Affiliated co.; 95% held by B, balance held by other shareholders. 
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On January 1, 1928, A acquired shares of B. 
On January 1, 1928, B acquired shares of C. 


On July 1, 1928, Co. A issued 10,000 common shares; B acquired 5,000 of 


these shares at $150.00. 


Required: Consolidated balance-sheet (after eliminating intercompany items), 


showing minority interests of Company C 


Company A—Balance-sheet as at December 31, 1928 


er ta mee $1,000,000 
BIANG ANG CCUIDMCNE <<. cise ees cvs ceiestve ews 1,550,000 
CURIE ooo os oe tc heels ec aiclcne Mae a 750,000 
Investments: 

500 preferred shares in B.................. 50,000 
20,000 common shares in B................2.. 500,000 
PRO RS os k's Ws Cw EER eee 1,000,000 

WIN iar aes isc, so ios od Kase Sew elo neces 400,000 
I Fi ii din's aed a iene eded eR Re weRe 275,000 
Boney 5:56 7) 1954s POS. ci ce ces ecusecsdeceacs 350,000 
ese he Shh ey oe eee 46,000 
Reserve for depreciation . = 
5,000 preferred 7% cumulative, non- -participating, 
os oe adn eetat wae neat 
25,000 common shares, $100 par value 
RNOMRUE OE son 205.6. said a cours ola cl oi dies oarasealelats 
Aecounts payable; Ct: .. ...o.ncceicacccsccecesss 
General reserve (including $250,000 premium on 
MMPOG OM LD a3 os ss cieainidane Soamacdereeue cues 
Surplus: balance 
PP ai 7 ere $135,750 


“interes charged in 1928 
<> Rg era ane ee 26,010 
Profit on goods sold B.. 34,240 $196,000 


Deduct: 
Loss on outside operations, 
including interest on 
ODlIGALIONS:. 2... sews 95,000 


$101,000 
Dividends on _ preferred, 
BONO oh ie aies anaes 30,000 





$ 500,000 
500,000 
2,500,000 
1,500,000 
350,000 


500,000 


71,000 





$5,921,000 


$5,921,000 





N. B.: Notes of Co. B under discount = $110,000 
In guarantee: bonds of Co. B=$750,000 


ComMpANY B—Balance-sheet December 31, 1928 


Rah Gi I 6 vss ns cxccecdnseneaianeunes $ 100,000 
a ee ger 457,500 
GOR he ci owes deen tigen Gunes enews 100,000 
Investments: 
5,000 common shares A, at cost.............. 750,000 
28,500 common shares C, at cost.............. 712,500 
Inventories (including $205,440 goods bought from 
Aon which 20% profit has been realized by A).. 515,000 
Accounts receiv ast. Re ssn gids Wt eretans Col Meal ol metre sions 174,000 
COO los ise soe hae eee ae ere 21,000 
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Deficit: Credit balance profit-and-loss 
ae eee $ 20,000 
Add—dividends 1928 from C...... 85,500 

Deduct—loss on operations 1928, 

including interest on bonds and 


OUHOT TROSTESE . ..... on cise cce te 120,000 $ 14,500 
Reserve for depreciation. .... ... 2... secs secas- $ 100,000 
1,000—7% cumulative, non-participating $100 

DMEM wor eisai cue Sie ronies oe ae ees eT Oe  E 100,000 
20,000 common, no:par value... ............0.5.. 500,000 
NSS US 6 ed oie: ose OR Sis lu ed Ba MRR Sen 750,000 
PONT CO a a ee Pe 1,000,000 
PUPS IA NEC A oes. Ss Sts asa piesa sedans, aimee 325,000* 
CODUNUS DAVADIE 55.6 o.65 6560 5 059440 gc oe Cee 69,500 





$2,844,500 $2,844,500 


N. B.: * Co. A has $215,000 of these notes and has discounted $110,000 of 
them. 








Company C—Balance-sheet December 31, 1928 


ne ee re Tn er Tee $568,000 
PRR AR arses he oie oo a cug bo caries hay 5k hone SO ARR oe 164,000 
Bonds, 514%, 1934 
ES ee ee ete ae ee Neen meen Rrra P rn 1,730 
MENENVE TOM GEPTECIAUION . . cc cos cs isd Oe Sek wes one's $100,000 
50,000 COMMON, NO Par Value .:3 occ 65a ses wee swes 600,000 
PCH MOMMA SIONS EIN og ooo o.oo crete wussSaies Sytem eee 60,000 
Samos: jantary 4.51998. . onc es. cscaw sce. $150,000 

Add—profit on operations for 1928....... 7,730 

Deduct—dividends paid, 1928........... 90,000 67,730 





$827,730 $827,730 





Solution: 
JOURNAL ENTRIES—ADJUSTMENTS AND ELIMINATIONS 
December 31, 1928 
(1) 
RGA EON oss. b id ncrswrd isdn acces gaa $1,000,000. 00 
ASA VATCOSIEO IS, Sassi d arse bad See Sateoss $1,000,000 .00 
To eliminate intercompany loans. 
(2) 
INGECE MECOIVAIIIC 5 6 iis 5G NR Eanes 110,000.00 
PONS BU MIC: coors soe hon eens se 110,000 .00 


To record notes receivable discounted. 

The notes receivable of Company B which 
were discounted are shown as notes payable 
in the consolidated balance-sheet, as these 
notes, in effect, are notes payable to out- 
siders from the viewpoint of the consolida- 
tion. 


re errr rT 385,000.00 
WOLES TECEIVADIE . 3.0.5. i ok eee kc ceeies 385,000.00 
To eliminate intercompany notes. 
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Surplus—intercompany interest 

Profit and loss for the year............ 

To eliminate interest received by Company 
A from Company B. 


ee ee 


Intercompaniy profit... ........6cieeeeses 
Reserve for intercompany profit on in- 
eT me Ee Pe 
To reserve for the intercompany profit in in- 
ventory of Company B. 
(6) 


To eliminate investment of Company A in 
the common stock of Company B. 

It will be noted that the book value of 
Company B at the date of acquisition of the 
100% interest by Company A was $520,000 
and that the purchase price of the stock was 
$500,000. The excess of $20,000 is cred- 
ited to the stated goodwill of $100,000 on 
the books of Company B. If there were no 
stated goodwill on Company B’s books, I 
would have shown the credit of $20,000 
(often referred to as “ negative goodwill’’) as 
surplus arising through consolidation in the 
net worth section of the consolidated bal- 
ance-sheet. 

(7) 
Capital stock—preferred (Company B)...... 
Investment in preferred stock of Company 
To eliminate investment of Company A in 
preferred stock of Company B. 


Surplus—intercompany dividends 

Profit and loss for the year............. 

To eliminate dividends received by Com- 
pany B from Company C. 

(9) 

Capital stock—common (Company C) 

NS ct cwxscevesencodiesbareiaasseens 

Investment in common stock—Company 
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26,010.00 


34,240.00 


500,000 .00 
20,000 .00 


50,000 .00 


85,500 .00 


600,000 .00 
150,000 .00 


$ 26,010.00 


34,240.00 


20,000 .00 


500,000 . 00 


50,000 .00 


85,500.00 


712,500.00 
30,000 . 00 
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Minority interest in surplus........... $ 7,500.00 
To eliminate investment of Company B in 
95% of the common stock of Company C 
and to set up the minority in the common 
stock and surplus of Company C. 

(10) 
Minority interest in surplus............... $ 4,500.00 
I a6 o6 ook Sats WEN ws sees’ 4,500.00 


To eliminate dividends paid by Company C 
to minority stockholders. 


Profit and loss for the year............... 386.50 
Minority interest in surplus........... 386.50 
To eliminate minority interest in the earn- 
ings of Company C for the year 1928. 


RGR ROE Ue oes saG sade aaNale. Sid widsd siete a 250,000 .00 
Premium on common stock............ 250,000 .00 
To set out the premium on common stock of 
Company A purchased by Company B. 


(13) 
Treasury stock—common (at cost)......... 750,000 .00 
Investment in common stock of Company 
ir ete nicewdsaneasiweah ences ss 750,000 .00 


To eliminate investment of Company B in 

the common stock of Company A. 

Notes: In this solution it is assumed that: 

(1) Dividends on all preferred stock issues were paid in full to January 1, 
1928. 

(2) The preferred shares outstanding at December 31, 1928, represent, 
also, the shares outstanding at the beginning of the year. 

(3) The 5,000 shares of common stock of Company A which were ac- 
quired by Company B were purchased from Company A. 

(4) The parenthetical comment opposite the general reserve account in 
the balance-sheet of Company A refers to the premium of $50 per 
share paid by Company B in the acquisition of the 5,000 shares of 
common stock of Company A. 

It will be noted that inasmuch as Company B had a deficit of $14,500 at 
December 31, 1928, no allocation for unpaid cumulative dividends on the 
preferred stock was made. 

Further, while the sum of only $30,000 in dividends was paid during the 
year 1928 on the $500,000 of 7% preferred stock of Company A, the unpaid 
cumulative balance of $5,000 has no bearing upon the solution. If this unpaid 
balance had been declared by the directors (which was not stated in the prob- 
lem), it should be set up as a current liability with a corresponding charge to 
surplus account. 

Because of lack of information, the investment in bonds is not treated as a 
current asset in the balance-sheet. 
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Book Reviews 


THE NATURE OF DIVIDENDS, by Gasrret A. D. PREINREICH. 236 
pages. 1935. 


The author of The Nature of Dividends begins his treatise with a discussion of 
the theoretical nature of capital and income and concludes that income repre- 
sents an increase in wealth and includes unrealized capital increments. He 
then proceeds to a discussion of a proposed method of accounting for long-term 
investments in high-grade, listed, common shares. In effect'he proposes that 
the investor should determine the worth of his shares and, if this amount is 
higher than his previous determination, the difference is income in addition to 
any amounts received in distribution. 

Much weight is given to changes in book values per share as shown by the 
issuing company’s balance-sheets. Numerous charts, diagrams and formule 
are used in complicated mathematical computations of changes in book value 
resulting from dividends in cash or property, stock dividends, rights and war- 
rants. It is the author’s view that mathematical formule may be used for 
periodic measurement of goodwill attaching to book equities. He is less cer- 
tain about methods of estimating unrecorded appreciation of book assets. 
He admits the difficulty of determining the proper differential between book 
value and fair value per share and suggests that the determination will, there- 
fore, tend toward the adoption of market prices as the fair value. Under his 
method, involved computations are made to determine certain elements of the 
worth of shares, while other elements (which may be large in proportion to 
income) are based either upon highly theoretical computations or upon market 
quotations. 

To assist and protect investors, Mr. Preinreich proposes strict governmental 
regulations to require that book values per share be maintained at a constant 
figure. This suggestion appears to be impractical and not capable of execution. 

D. L. TROUANT. 


ACCOUNTING SYSTEMS—DESIGN AND INSTALLATION, by J. 
Brooks HECKERT. The Ronald Press Company, New York. 514 pages. 
1936. 

System design and installation is a branch of the accounting profession more 
difficult to practise than has been usually appreciated by both accountants and 
laymen, which may be the reason for the absence of competent writings on the 
subject. Authors on accounting and cost accounting have touched upon it 
only as incidental to some other major theme, and such treatment naturally 
could only be random and partial. Accounting Systems, by J. Brooks Heckert, 
makes system design and installation its whole theme and the author has dealt 
capably and sensibly with it. He has had the good judgment to adhere to 
principles and objects as the burden of his theme, a proper conception of which 
is essential tolearningtheart. At the same time the exposition is strengthened 
and clarified by many specific references and illustrations. 

The list of the essential qualifications of the system man given on page 10 of 
the book, is particularly good and indicates that the author understands what 
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he is writing about, which is always refreshing in the early pages of a book. 
Collaterally, a reading of this list will also make it clear why good system men 
are scarce. 

In the chapter dealing with the preliminary survey which goes before a 
system installation, it might be criticized because the scope and nature of the 
questions into which the system man should inquire are broader than necessary 
for the purpose. Questions such as ‘‘Where does the capital come from?” 
and ‘Are products warranted?’’ and ‘“‘ Are prices sensitive to general market 
conditions?” are more of the character of a general business survey and beyond 
the territory which need be explored for system design. However, the ques- 
tions put are pertinent in the main. 

One might also hold that the illustration and description of working papers 
to be prepared in an installation are somewhat idealistic. This is perhaps 
justifiable on the ground that a majority of those who learn will never reach the 
high standard set. 

There is good material on the principles of form design, and the description 
of mechanical equipment and manual procedure is up-to-date. A reading of 
this book will not be the making of a good system man, as has been implied, 
but inasmuch as knowledge of what it contains will be an indispensable part 
of the equipment of anyone who would undertake system work, it should fulfill 
a useful function. 


E, A. CAMMAN. 
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